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computation of any net operating loss
carryback or carryover or any capital
loss carryover. However, the amount of
such restoration shall be taken into ac-
count in adjusting earnings and profits
for the current taxable year.

(3) If the tax determined under sub-
paragraph (1)(i) of this paragraph is the
same as the tax determined under sub-
paragraph (1)(ii) of this paragraph, the
tax imposed for the taxable year under
chapter 1 shall be the tax determined
under subparagraph (1)(i) of this para-
graph, and section 1341 and this section
shall not otherwise apply.

(4) After it has been determined
whether the tax imposed for a taxable
year of restoration beginning after De-
cember 31, 1961, shall be computed
under the provisions of section
1341(a)(4) or under the provisions of sec-
tion 1341(a)(5), the net operating loss, if
any, which remains after the applica-
tion of section 1341(b)(4)(A) or the net
operating loss or capital loss, if any,
which remains after the application of
section 1341(b)(4)(B) shall be taken into
account in accordance with the fol-
lowing rules:

(i) If it is determined that section
1341(a)(4) and subparagraph (1)(i) of this
paragraph apply, then that portion, if
any, of the net operating loss for the
taxable year which remains after the
application of section 1341(b)(4)(A) and
subparagraph (1)(iii) of this paragraph
shall be taken into account under sec-
tion 172 for taxable years subsequent to
the taxable year of restoration to the
same extent and in the same manner as
a net operating loss sustained in such
taxable year of restoration. Thus, if
the net operating loss for the taxable
year of restoration (computed with the
deduction referred to in section
1341(a)(4)) exceeds the taxable income
(computed with the modifications pre-
scribed in section 172) for the taxable
year (or years) to which it is carried
back, such excess shall be available as
a carryover to taxable years subse-
quent to the taxable year of restora-
tion.

(i) If it is determined that section
1341(a)(5) and subparagraph (1)(ii) of
this paragraph apply, then that por-
tion, if any, of a net operating loss or
capital loss which remains after the ap-
plication of section 1341(b)(4)(B) and
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paragraph (d)(4) of this section shall be
taken into account under section 172 or
1212, as the case may be, for taxable
years subsequent to the taxable year of
restoration to the same extent and in
the same manner as a net operating
loss or capital loss sustained in the
prior taxable year (or years). For ex-
ample, if the net operating loss for the
prior taxable year (computed with the
exclusion referred to iIn section
1341(a)(5)(B)) exceeds the taxable in-
come (computed with the modifica-
tions prescribed in section 172) for prior
taxable years to which such net oper-
ating loss is carried back or carried
over (including for this purpose the
taxable year of restoration), such ex-
cess shall be available as a carryover to
taxable years subsequent to the tax-
able year of restoration in accordance
with the rules prescribed in section 172
which are applicable to such prior tax-
able year (or years).

(c) Application to deductions which are
capital in nature. Section 1341 and this
section shall also apply to a deduction
which is capital in nature otherwise al-
lowable in the taxable year. If the de-
duction otherwise allowable is capital
in nature, the determination of wheth-
er the taxpayer is entitled to the bene-
fits of section 1341 and this section
shall be made without regard to the
net capital loss limitation imposed by
section 1211. For example, if a taxpayer
restores $4,000 in the taxable year and
such amount is a long-term capital
loss, the taxpayer will, nevertheless, be
considered to have met the $3,000 de-
duction requirement for purposes of ap-
plying this section, although the full
amount of the loss might not be allow-
able as a deduction for the taxable
year. However, if the tax for the tax-
able year is computed with the deduc-
tion taken into account, the deduction
allowable will be subject to the limita-
tion on capital losses provided in sec-
tion 1211, and the capital loss carryover
provided in section 1212.

(d) Determination of decrease in tax for
prior taxable years—(1) Prior taxable
years. (i) Except as otherwise provided
in subdivision (ii) of this subparagraph,
the prior taxable year (or years) re-
ferred to in paragraph (b) of this sec-
tion is the year (or years) in which the
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item to which the deduction is attrib-
utable was included in gross income
under a claim of right and, in addition,
any other prior taxable year (or years)
the tax for which will be affected by
the exclusion from gross income in
such prior taxable year (or years) of
such income.

(ii) For purposes of applying section
1341(b)(4)(B) in computing the amount
of the decrease referred to in paragraph
(b)(1)(ii) of this section for any taxable
year beginning after December 31, 1961,
the term prior taxable year (or years) in-
cludes the taxable year of restoration.
Under section 1341(b)(4)(B), for taxable
years of restoration beginning after
December 31, 1961, in any case where
the exclusion referred to in section
1341(a)(5)(B) and paragraph (b)(1)(ii) of
this section results in a net operating
loss or capital loss for the prior taxable
year (or years), such loss shall, for pur-
poses of computing the decrease in tax
for the prior taxable year (or years)
under such section 1341(a)(5)(B) and
such paragraph (b)(1)(ii) of this section,
be carried back and carried over to the
same extent and in the same manner as
is provided under section 172 (relating
to the net operating loss deduction) or
section 1212 (relating to capital loss
carryover), except that no carryover
beyond the taxable year shall be taken
into account. See subparagraph (4) of
this paragraph for rules relating to the
computation of the amount of decrease
in tax.

(2) Amount of exclusion from gross in-
come in prior taxable years. (i) The
amount to be excluded from gross in-
come for the prior taxable year (or
years) in determining the decrease in
tax under section 1341(a)(5)(B) and
paragraph (b)(1)(ii) of this section shall
be the amount restored in the taxable
year, but shall not exceed the amount
included in gross income in the prior
taxable year (or years) under the claim
of right to which the deduction for the
restoration is attributable, and shall be
adjusted as provided in subdivision (ii)
of this subparagraph.

(i) If the amount included in gross
income for the prior taxable year (or
years) under the claim of right in ques-
tion was reduced in such year (or
years) by a deduction allowed under
section 1202 (or section 117 (b) of the In-
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ternal Revenue Code of 1939 or cor-
responding provisions of prior revenue
laws), then the amount determined
under subdivision (i) of this subpara-
graph to be excluded from gross income
for such year (or years) shall be re-
duced in the same proportion that the
amount included in gross income under
a claim of right was reduced.

(iii) The determination of the
amount of the exclusion from gross in-
come of the prior taxable year shall be
made without regard to the capital loss
limitation contained in section 1211 ap-
plicable in computing taxable income
for the current taxable year. The
amount of the exclusion from gross in-
come in a prior taxable year (or years)
shall not exceed the amount which
would, but for the application of sec-
tion 1211, be allowable as a deduction
in the taxable year of restoration.

(iv) The rule provided in subdivision
(iii) of this subparagraph may be illus-
trated as follows:

Example: For the taxable year 1952, an indi-
vidual taxpayer had long-term capital gains
of $50,000 and long-term capital losses of
$10,000, a net long-term gain of $40,000. He
also had other income of $5,000. In 1956, tax-
payer restored the $50,000 of long-term gain.
He had no capital gains or losses in 1956 but
had other income of $5,000. If his tax liability
for 1956, the taxable year of restoration, is
computed by taking the deduction into ac-
count, the taxpayer would be entitled to a
deduction under section 1211 of only $1,000 on
account of the capital loss. However, if the
taxpayer computes his tax under section
1341(a)(5) and paragraph (b)(1)(ii) of this sec-
tion, it is necessary to determine the de-
crease in tax for 1952. In such a determina-
tion, $50,000 is to be excluded from gross in-
come for that year, resulting in a net capital
loss for that year of $10,000, and a capital loss
deduction of $1,000 under section 117(d) of the
Internal Revenue Code of 1939 (corresponding
to section 1211 of the Internal Revenue Code
of 1954) with carryover privileges. The dif-
ference between the tax previously deter-
mined and the tax as recomputed after such
exclusion for the years affected will be the
amount of the decrease.

(3) Determination of amount of deduc-
tion attributable to prior taxable years. (i)
If the deduction otherwise allowable
for the taxable year relates to income
included in gross income under a claim
of right in more than one prior taxable
year and the amount attributable to
each such prior taxable year cannot be
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readily identified, then the portion at-
tributable to each such prior taxable
year shall be that proportion of the de-
duction otherwise allowable for the
taxable year which the amount of the
income included under the claim of
right in question for the prior taxable
year bears to the total of all such in-
come included under the claim of right
for all such prior taxable years.

(if) The rule provided in subdivision
(i) of this subparagraph may be illus-
trated as follows:

Example: Under a claim of right, A included
in his gross income over a period of three
taxable years an aggregate of $9,000 for serv-
ices to a certain employer, in amounts as fol-
lows: $2,000 for taxable year 1952, $4,000 for
taxable year 1953, and $3,000 for taxable year
1954. In 1955 it is established that A must re-
store $6,750 of these amounts to his em-
ployer, and that A is entitled to a deduction
of this amount in the taxable year 1955. The
amount of the deduction attributable to each
of the prior taxable years cannot be identi-
fied. Accordingly, the amount of the deduc-
tion attributable to each prior taxable year
is:
1952—$%6,750x$2,000+$9,000=%$1,500
1953—$6,750x$4,000+$9,000=$3,000
1954—%$6,750x$3,000+$9,000=%$2,250

(4) Computation of amount of decrease
in tax. (i) In computing the amount of
decrease in tax for a prior taxable year
(or years) resulting from the exclusion
from gross income of the income in-
cluded under a claim of right, there
must first be ascertained the amount
of tax previously determined for the
taxpayer for such prior taxable year (or
years). The tax previously determined
shall be the sum of the amounts shown
by the taxpayer on his return or re-
turns, plus any amounts which have
been previously assessed (or collected
without assessment) as deficiencies or
which appropriately should be assessed
or collected, reduced by the amount of
any refunds or credits which have pre-
viously been made or which appro-
priately should be made. For taxable
years beginning after December 31,
1961, if the provisions of section
1341(b)(4)(B) are applicable, the tax pre-
viously determined shall include the
tax for the taxable year of restoration
computed without taking the deduc-
tion for the amount of the restoration
into account. After the tax previously
determined has been ascertained, a re-
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computation must then be made to de-
termine the decrease in tax, if any, re-
sulting from the exclusion from gross
income of all or that portion of the in-
come included under a claim of right to
which the deduction otherwise allow-
able in the taxable year is attributable.

(if) No item other than the exclusion
of the income previously included
under a claim of right shall be consid-
ered in computing the amount of de-
crease in tax if reconsideration of such
other item is prevented by the oper-
ation of any provision of the internal
revenue laws or any other rule of law.
However, if the amounts of other items
in the return are dependent upon the
amount of adjusted gross income, tax-
able income, or net income (such as
charitable contributions, foreign tax
credit, deductions for depletion, and
net operating loss), appropriate adjust-
ment shall be made as part of the com-
putation of the decrease in tax. For the
purpose of determining the decrease in
tax for the prior taxable year (or years)
which would result from the exclusion
from gross income of the item included
under a claim of right, the exclusion of
such item shall be given effect not only
in the prior taxable year in which it
was included in gross income but in all
other prior taxable years (including the
taxable year of restoration if such year
begins after December 31, 1961, and sec-
tion 1341(b)(4)(B) applies, see subpara-
graph (1)(ii) of this paragraph) affected
by the inclusion of the item (for exam-
ple, prior taxable years affected by a
net operating loss carryback or carry-
over or capital loss carryover).

(iii) The rules provided in this sub-
paragraph may be illustrated as fol-
lows:

Example 1. For the taxable year 1954, a cor-
poration had taxable income of $35,000, on
which it paid a tax of $12,700. Included in
gross income for the year was $20,000 re-
ceived under a claim of right as royalties. In
1957, the corporation is required to return
$10,000 of the royalties. It otherwise has tax-
able income in 1957 of $5,000, so that without
the application of section 1341 it has a net
operating loss of $5,000 in that year. Facts
also come to light in 1957 which entitle the
corporation to an additional deduction of
$5,000 for 1954. When a computation is made
under paragraph (b)(1)(i) of this section, the
corporation has no tax for the taxable year
1957. When a computation is made under
paragraph (b)(1)(ii) of this section, the tax

663



§1.1341-1

for 1957, without taking the restoration into
account, is $1,500, based on a taxable income
of $5,000. The decrease in tax for 1954 is com-
puted as follows:

Tax shown on return for 1954 .. . $12,700
Taxable income for 1954 upon which tax shown
on return was based ..., 35,000
Less: Additional deduction (on account of which
credit or refund could be made) ...................... 5,000
Total oo 30,000
Tax on $30,000 (adjusted taxable income for
1954) oo 10,100
Tax on $30,000 (adjusted taxable income for
1954) o 10,100
Taxable income for 1954, as ad-
JUSEEA e $30,000
Less exclusion of amount restored 10,000
Taxable income for 1954
by applying paragraph
(b)(2)(ii) of this section 20,000
Tax 0N $20,000 .......ovvvrereereeseeeeeeee s 6,000
Decrease in tax for 1954 by applying paragraph
(b)(1)(ii) of this section .........ccccccevviiiiiiiiiccns $4,100
Tax for 1957 without taking the restoration into
ACCOUNT . 1,500
Amount by which decrease exceeds the tax for
1957 computed without taking restoration into
ACCOUNT vttt $2,600

(The $2,600 is treated as having been paid
on the last day prescribed by law for the pay-
ment of the tax for 1957 and is available as a
refund. In addition the taxpayer has made an
overpayment of $2,600 ($12,700 less $10,000) for
1954 because of the additional deduction of
$5,000.)

Example 2. Assume the same facts as in ex-
ample (1) except that, instead of the corpora-
tion being entitled to an additional deduc-
tion of $5,000 for 1954, it is determined that
the corporation failed to include an item of
$5,000 in gross income for that year. The de-
crease in tax for 1954 is computed as follows:

Tax shown on return for 1954 ........c.ccccveevevenne $12,700
Taxable income for 1954 upon which tax shown

on return was based ... 35,000
Plus: Additional income (on account of c

deficiency assessment could be made) ........... $5,000

TOAl o 40,000

Tax on $40,000 (adjusted taxable income for

1954) oo 15,300
Tax on $40,000 (adjusted taxable income for

1954) ... 15,300
Taxable income for

JUSEEd . $40,000
Less exclusion of amount restored 10,000
Taxable income for 1954 by apply-

ing paragraph (b)(1)(ii) of this

section .
Tax on $30,000 . 10,100
Decrease in tax for 1954 by applying paragraph

(b)(1)(ii) of this SECtON ......cecueuiiiiiiicice 5,200
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Tax for 1957 without taking the restoration into

ACCOUNT ..o 1,500
Amount by which decrease exceeds the tax for

1957 computed without taking the restoration

N0 ACCOUNE ... $3,700

(The $3,700 is treated as having been paid
on the last day prescribed by law for the pay-
ment of the tax for 1957 and is available as a
refund. In addition the taxpayer has a defi-
ciency of $2,600 ($15,300 less $12,700) for 1954
because of the additional income of $5,000.)

Example 3. For the taxable year 1954, a cor-
poration had taxable income of $25,000, on
which it paid a tax of $7,500. Included in
gross income for the year was $10,000 re-
ceived under a claim of right as commis-
sions. In 1956, the corporation is required to
return $5,000 of the commissions. The cor-
poration has a net operating loss of $10,000
for 1956, excluding the deduction for the
$5,000 restored. When a computation is made
under either paragraph (b)(1)(i) or paragraph
(b)(2)(ii) of this section, the corporation has
no tax for the taxable year 1956. The decrease
in tax for 1954 is computed as follows:

Tax shown on return for 1954 ........cccccocvvcnenenee $7,500
Taxable income for 1954 upon which tax shown
on return was based .......c..cccceeeeeiiiiieceeiiee, 25,000
Less: Additional deduction (on account of net
operating loss carryback from 1956) ............... 10,000
Net income as adjusted ...........ccoeevenene 15,000
Tax on $15,000 (adjusted taxable income for
1954) e 4,500
Tax on $15,000 (adjusted taxable income for
L954) oo 4,500
Taxable income for 1954, as ad-
justed ..o $15,000
Less: exclusion of amount restored $5,000
Taxable income for 1954
by applying paragraph
(b)(2)(ii) of this section 10,000
Tax 0N $10,000 ....ccocverrriiiienieniereeeeieseee e $3,000
Decrease in tax for 1954 by applying paragraph
(b)(1)(ii) of this SECtON ......cecveviiiiiicicce 1,500
Tax for 1956 without taking the restoration into
ACCOUNT L..oviiiiiiiiciie e None
Amount by which decrease exceeds the tax for
1956 computed without taking the restoration
IO ACCOUNT ..ot $1,500

(The $1,500 is treated as having been paid on
the last day prescribed by law for the pay-
ment of the tax for 1956 and is available as a
refund. In addition, the taxpayer has an
overpayment of $3,000 ($7,500 less $4,500) for
1954 because of the net operating loss deduc-
tion of $10,000.)

Example 4. For the taxable year 1946 a mar-
ried man with no dependents, who kept his
books on the cash receipts and disburse-
ments basis, filed a return (claiming two ex-
emptions) disclosing adjusted gross income
of $42,000, deductions amounting to $12,000,
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and a net income of $30,000. Gross income in-
cluded among other items, salary in the
amount of $15,000 and rental income in the
amount of $5,000. During the taxable year he
donated $10,000 to the American Red Cross
and in his return claimed a deduction of
$6,300 on account thereof, representing the
maximum deduction allowable under the 15-
percent limitation imposed by section 23(0)
of the Internal Revenue Code of 1939 for the
year 1946. In computing his net income he
omitted interest income amounting to $6,000
and neglected to take a deduction for inter-
est paid in the amount of $4,500. The return
disclosed a tax liability of $11,970, which was
assessed and paid. In 1955, after the expira-
tion of the period of limitations upon the as-
sessment of a deficiency or the allowance of
a refund for 1946, the taxpayer had to restore
the $5,000 included in his gross income in 1946
as rental income. The amount of the de-
crease in tax for 1946 is $2,467.62, computed as
follows:

Tax previously determined for 1946 .... . $11,970.00

Net income for 1946 upon which tax previously
determined was based ... 30,000.00
Less: Rents included under claim of right ........... 5,000.00
BalanCe .....coevviiiiieieeeee e 25,000.00

Adjustment for contributions (add 15 percent of
$5,000) .voovioeieiieiens s 750.00
Net income as adjusted . 25,750.00

Tax on $25,750 . 9,502.38
Amount of decrease in tax for 1946:
Tax previously determined $11,970.00
Tax as recomputed 9,502.38
Decrease in taX ......cceveverveieneeneennens $2,467.62

The recomputation to determine the amount
of the decrease in tax for 1946 does not take
into consideration the barred item of $6,000
representing interest received, which was
omitted from gross income, or the barred
item of $4,500 representing interest paid for
which no deduction was allowed. See subdivi-
sion (ii) of this subparagraph.

Example 5. (a) Facts. For the taxable year
1959, a corporation reporting income on the
calendar year basis had taxable income of
$20,000 on which it paid a tax of $6,000. In-
cluded in gross income for such year was
$100,000 received under a claim of right as
royalties. For each of its taxable years 1956,
1957, 1958, 1960, 1961, and 1962, the corporation
had taxable income of $10,000 on which it
paid tax of $3,000 for each year. In 1963, the
corporation returns the entire amount of
$100,000 of the royalties. In such taxable year
the corporation has taxable income of $25,000
(without taking the deduction of $100,000
into account), and has a net operating loss of
$75,000 (taking the deduction of $100,000 into
account). In determining whether section
1341(a)(4) or section 1341(a)(5) applies, the
corporation will compute the lesser amount
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of tax referred to in section 1341(a) by apply-
ing the rules provided in section 1341(b)(4).

(b) Tax wunder section 1341 (a)(4) and
(b)(4)(A). The net operating loss of $75,000 for
1963 (taking into account the deduction of
$100,000) is carried back to the three taxable
years (1960, 1961, and 1962) in the manner pro-
vided under section 172. For purposes of this
example it is assumed that no modifications
under section 172 are necessary. Since the
aggregate taxable income for such three tax-
able years is only $30,000 the entire taxable
income for such years is eliminated by the
carryback, and the corporation would be en-
titled to a refund of the tax for such years in
the aggregate amount of $9,000. (In addition,
the remaining $45,000 of the net operating
loss for 1963 would be available as a carry-
over to taxable years after the taxable year
(1963) to the extent and in the manner pro-
vided by section 172.)

(c) Tax under section 1341 (a)(5) and (b)(4)(B).
The tax for the taxable year (1963) on $25,000
of taxable income (computed without the de-
duction of $100,000) is $7,500. The exclusion of
$100,000 from gross income for the taxable
year 1959 (the year in which the item was in-
cluded) results in a net operating loss of
$80,000 for such year ($20,000 taxable income
minus the $100,000 exclusion, no adjustments
under section 172 being necessary), thus de-
creasing the tax for such year by the entire
amount of $6,000 paid. The resulting net op-
erating loss of $80,000 for 1959 is available as
a carryback to 1956, 1957, and 1958, and as a
carryover to 1960, 1961, 1962, and 1963. For
purposes of this example it is assumed that
no modifications under section 172 are nec-
essary. Since the aggregate taxable income
for such taxable years is $85,000, all except
$5,000 of the 1963 taxable income is elimi-
nated by such carryback and carryover. The
tax on such remaining $5,000 of taxable in-
come for 1963 is $1,500, thus decreasing the
tax determined for such year by $6,000 ($7,500
minus $1,500). Under section 1341 (a)(5) and
(b)(4)(B), the decrease in tax for the prior
taxable years exceeds the tax for the taxable
year of restoration computed without the de-
duction of the amount of the restoration by
$22,500, computed as follows:

Tax for taxable year 1963 (on taxable
income of $25,000 without the de-

AUCHION) e e $7,500
Decrease in tax for prior taxable
years:
Due to exclusion (1959) .......ccccccee.... $6,000
Due to net operating loss carryback:
$3,000
3,000
3,000
9,000
Due to net operating loss
carryover:
1960 .. $3,000
1961 .. 3,000
1962 .. 3,000
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15,000

30,000

Excess of the decrease
in tax for the prior tax-
able years over the tax
for taxable year 1963
($30,000 less $7,500
tax for the taxable

year) ... 22,500

(d) Application of section 1341(a)(4) or section
1341(a)(5). Since the computation under sec-
tion 1341 (a)(4) and (b)(4)(A) results in an
available refund of only $9,000 tax for the
taxable years to which the net operating loss
for 1963 is carried back, and since the com-
putation under section 1341 (a)(5) and
(b)(4)(B) results in an overpayment of $22,500,
it is determined that section 1341(a)(5) ap-
plies. Accordingly, the $22,500 is treated as
having been paid on the last day prescribed
by law for the payment of tax for 1963 and is
available as a refund.

(e) Method of accounting. The provi-
sions of section 1341 and this section
shall be applicable in the case of a tax-
payer on the cash receipts and dis-
bursements method of accounting only
to the taxable year in which the item
of income included in a prior year (or
years) under a claim of right is actu-
ally repaid. However, in the case of a
taxpayer on the cash receipts and dis-
bursements method of accounting who
constructively received an item of in-
come under a claim of right and in-
cluded such item of income in gross in-
come in a prior year (or years), the pro-
visions of section 1341 and this section
shall be applicable to the taxable year
in which the taxpayer is required to re-
linquish his right to receive such item
of income. Such provisions shall be ap-
plicable in the case of other taxpayers
only to the taxable year which is the
proper taxable year (under the method
of accounting used by the taxpayer in
computing taxable income) for taking
into account the deduction resulting
from the restoration of the item of in-
come included in a prior year (or years)
under a claim of right. For example, if
the taxpayer is on an accrual method
of accounting, the provisions of this
section shall apply to the year in which
the obligation properly accrues for the
repayment of the item included under a
claim of right.

(f) Inventory items, stock in trade, and
property held primarily for sale in the or-

26 CFR Ch. | (4-1-03 Edition)

dinary course of trade or business. (1) Ex-
cept for amounts specified in subpara-
graphs (2) and (3) of this paragraph, the
provisions of section 1341 and this sec-
tion do not apply to deductions attrib-
utable to items which were included in
gross income by reason of the sale or
other disposition of stock in trade of
the taxpayer (or other property of a
kind which would properly have been
included in the inventory of the tax-
payer if on hand at the close of the
prior taxable year) or property held by
the taxpayer primarily for sale to cus-
tomers in the ordinary course of the
taxpayer’s trade or business. This sec-
tion is, therefore, not applicable to
sales returns and allowances and simi-
lar items.

(2)(i) In the case of taxable years be-
ginning after December 31, 1957, the
provisions of section 1341 and this sec-
tion apply to deductions which arise
out of refunds or repayments with re-
spect to rates made by a regulated pub-
lic utility, as defined in section
7701(a)(33) without regard to the limita-
tion contained in the last two sen-
tences thereof (for taxable years begin-
ning before January 1, 1964, as defined
in section 1503(c) (1) or (3) and para-
graph (g) of §1.1502-2A (as contained in
the 26 CFR edition revised as of April 1,
1996)), if such refunds or repayments
are required to be made by the Govern-
ment, political subdivision, agency, or
instrumentality referred to in such sec-
tion, or are required to be made by an
order of a court, or are made in settle-
ment of litigation or under threat or
imminence of litigation. Thus, deduc-
tions attributable to refunds of charges
for the sale of natural gas under rates
approved temporarily by a proper gov-
ernmental authority are, in the case of
taxable years beginning after Decem-
ber 31, 1957, eligible for the benefits of
section 1341 and this section, if such re-
funds are required by the governmental
authority, or by an order of a court, or
are made in settlement of litigation or
under threat or imminence of litiga-
tion.

(ii) In the case of taxable years begin-
ning before January 1, 1958, the provi-
sions of section 1341 and this section
apply to deductions which arise out of
refunds or repayments (whether or not

666



Internal Revenue Service, Treasury

with respect to rates) made by a regu-
lated public utility, as defined in sec-
tion 7701(a)(33) without regard to the
limitation contained in the last two
sentences thereof (for taxable years be-
ginning before January 1, 1964, as de-
fined in section 1503(c) (1) or (3) and
paragraph (g) of §1.1502-2A), if such re-
funds or repayments are required to be
made by the Government, political sub-
division, agency, or instrumentality re-
ferred to in such section. Thus, in the
case of taxable years beginning before
January 1, 1958, deductions attrib-
utable to refunds or repayments may
be eligible for the benefits of section
1341 and this section, even though such
refunds or repayments are not with re-
spect to rates. On the other hand, in
the case of such taxable years, section
1341 and this section do not apply to
any deduction which arises out of a re-
fund or repayment (whether or not
with respect to rates) which is required
to be made by an order of a court, or
which is made in settlement of litiga-
tion or under threat or imminence of
litigation.

(3) The provisions of section 1341 and
this section apply to a deduction which
arises out of a payment or repayment
made pursuant to a price redetermina-
tion provision in a subcontract:

(i) If such subcontract was entered
into before January 1, 1958, between
persons other than those bearing a re-
lationship set forth in section 267(b);

(i) If such subcontract is subject to
statutory renegotiation; and

(iii) If section 1481 (relating to miti-
gation of effect of renegotiation of
Government contracts) does not apply
to such payment or repayment solely
because such payment or repayment is
not paid or repaid to the United States
or any agency thereof.

Thus, a taxpayer who enters into a sub-
contract to furnish items to a prime
contractor with the United States
may, pursuant to a price redetermina-
tion provision in the subcontract, be
required to refund an amount to the
prime contractor or to another subcon-
tractor. Since the refund would be
made directly to the prime contractor
or to another subcontractor, and not
directly to the United States, the tax-
payer would be unable to avail himself
of the benefits of section 1481. However,
the provisions of section 1341 and this
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section will apply in such a case, if the
conditions set forth in subdivisions (i),
(ii), and (iii) of this subparagraph are
met. For provisions relating to the
mitigation of the effect of a redeter-
mination of price with respect to sub-
contracts entered into after December
31, 1957, when repayment is made to a
party other than the United States or
any agency thereof, see section 1482.

(g) Bad debts. The provisions of sec-
tions 1341 and this section do not apply
to deductions attributable to bad
debts.

(h) Legal fees and other expenses. Sec-
tion 1341 and this section do not apply
to legal fees or other expenses incurred
by a taxpayer in contesting the res-
toration of an item previously included
in income. This rule may be illustrated
by the following example:

Example: A sold his personal residence to B
in a prior taxable year and realized a capital
gain on the sale. C claimed that under an
agreement with A he was entitled to a 5-per-
cent share of the purchase price since he
brought the parties together and was instru-
mental in closing the sale. A rejected C’s de-
mand and included the entire amount of the
capital gain in gross income for the year of
sale. C instituted action and in the taxable
year judgment is rendered against A who
pays C the amount involved. In addition, A
pays legal fees in the taxable year which
were incurred in the defense of the action.
Section 1341 applies to the payment of the 5-
percent share of the purchase price to C.
However, the payment of the legal fees,
whether or not otherwise deductible, does
not constitute an item restored for purposes
of section 1341(a) and paragraph (a) of this
section.

(i) Refunds. If the decrease in tax for
the prior taxable year (or years) deter-
mined under section 1341(a)(5)(B) and
paragraph (b)(1)(ii) of this section ex-
ceeds the tax imposed by chapter 1 of
the Code for the taxable year computed
without the deduction, and for taxable
years beginning after December 31,
1961, if such excess is greater than the
decrease in tax for the taxable year (or
years) to which the net operating loss
described in section 1341(b)(4)(A) and
paragraph (b)(1)(iii) of this section is
carried back, such excess shall be con-
sidered to be a payment of tax for the
taxable year of restoration. Such pay-
ment is deemed to have been made on
the last day prescribed by law for the
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payment of tax for the taxable year
and shall be refunded or credited in the
same manner as if it were an overpay-
ment of tax for such taxable year. How-
ever, no interest shall be allowed or
paid if such an excess results from the
application of section 1341(a)(5)(B) in
the case of a deduction described in
paragraph (f)(3) of this section (relat-
ing to payments or repayments pursu-
ant to price redetermination). If the
tax for the taxable year of restoration
is computed under section 1341(a)(4)
and results in a decrease in tax for the
taxable year (or years) to which a net
operating loss described in section
1341(b)(4)(A) is carried back, see para-
graph (b)(1)(iii) of this section.

[T.D. 6500, 25 FR 12049, Nov. 26, 1960, as
amended by T.D. 6617, 27 FR 10824, Nov. 7,
1962; T.D. 6747, 29 FR 9790, July 21, 1964; T.D.
7244, 37 FR 28897, Dec. 30, 1972; T.D. 7564, 43
FR 40496, Sept. 12, 1978; T.D. 8677, 61 FR 33323,
June 27, 1996]

§1.1342-1 Computation of tax where
taxpayer recovers substantial
amount held by another under
claim of right; effective date.

Section 1342 shall apply with respect
to taxable years beginning after De-
cember 31, 1954.

[T.D. 6500, 25 FR 12052, Nov. 26, 1960]
OTHER LIMITATIONS

§1.1346-1 Recovery of
tional taxes.

(a) In general. (1) A taxpayer who re-
covers unconstitutional Federal taxes
which were paid or accrued and for
which a deduction was allowed in a
prior taxable year may elect, as pro-
vided in paragraph (b) of this section,
to exclude the income (exclusive of in-
terest) attributable to such recovery
from his gross income in the taxable
year of recovery. Any such exclusion of
income is subject to the requirements
of section 1346 and this section.

(2) If a taxpayer elects to receive the
benefits of section 1346, the income (ex-
clusive of interest) attributable to the
recovery of the unconstitutional Fed-
eral tax will be treated as an offset to
the deduction allowed therefor in a
prior taxable year (or years). The tax-
payer’s return for the prior taxable
year (or years) with respect to which

unconstitu-
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the statutory period for the assessment
of a deficiency has expired will be
opened only for the purpose of reducing
the deduction allowed for the unconsti-
tutional Federal tax and assessing the
resulting deficiency or deficiencies, if
any. (An election under section 1346
may be made only if the taxpayer con-
sents in writing to such assessment.
See paragraph (b) of this section.) No
other adjustment will be allowed.

(3) If the disallowance of the deduc-
tion allowed in respect of a prior tax-
able year results in a deficiency for
that year, the deficiency will be as-
sessed against the taxpayer within the
period agreed upon between the tax-
payer and the district director with re-
spect to the taxable year of the prior
deduction, even though the statutory
period for the assessment may have ex-
pired prior to the filing of the consent.

(4) If a taxpayer does not elect under
the provisions of section 1346 and this
section to exclude the tax recovered
from gross income in the taxable year
of recovery, the tax recovered shall,
from the standpoint of its inclusion in
or exclusion from gross income, be gov-
erned by the provisions of section 111.

(b) Manner of making election. (1) The
election provided for in paragraph (a)
of this section shall be made by the
taxpayer filing a statement in writing
that he elects to treat the deduction
allowed in a prior taxable year for the
unconstitutional tax as not having
been allowable for such taxable year.
Such a statement must be filed with
the taxpayer’s return for the taxable
year in which the recovery of the un-
constitutional tax or taxes occurs. No
other method of making the election is
permitted. The statement of election
must contain a description of the tax
recovered, the date of recovery, the
taxable year in which paid or accrued,
and the taxable year for which the de-
duction was allowed. The statement of
election must also contain a statement
signifying the taxpayer’s consent (i) to
treat the deduction or portion thereof
allowed in a prior year with respect to
the unconstitutional tax as not allow-
able for that year and (ii) to the assess-
ment, in respect of the taxable year for
which the deduction was allowed, of
any deficiency, together with interest
thereon as provided by law, resulting
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from disallowance of the deduction or
portion thereof, even though the statu-
tory period for the assessment of any
such deficiency may have expired be-
fore the filing of such consent.

(2) The term recovery, as used in this
section, includes not only refund or
credit of taxes previously paid, but also
the cancellation of a purported tax li-
ability which was accrued and deducted
for a prior taxable year but never actu-
ally paid.

[T.D. 6500, 25 FR 12052, Nov. 26, 1960]

§1.1347-1 Tax on certain amounts re-
ceived from the United States.

(@) In the case of an amount (other
than interest) received from the United
States by an individual under a claim
involving acquisition of property and
remaining unpaid for more than 15
years, the tax (or, in the case of tax-
able years beginning before January 1,
1971, the surtax) imposed by section 1
attributable to such amount shall not
exceed 33 percent of the amount (other
than interest) so received (30 percent
for taxable years beginning before Jan-
uary 1, 1971). For the purpose of section
1347 and this section, such amount
shall not include any amount received
from the United States which con-
stitutes interest, whether such interest
was included in the claim or in any
judgment thereon or has accrued on
such judgment. Section 1347 and this
section shall only apply with respect to
amounts received under a claim filed
with the United States before January
1, 1958.

(b) To determine the application of
section 1347 and this section to a par-
ticular amount, the taxpayer shall first
compute the tax (or, in the case of tax-
able years beginning before January 1,
1971, the surtax) imposed by section 1
upon his entire taxable income, includ-
ing the amount specified in paragraph
(a) of this section, without regard to
the limitation on tax provided in sec-
tion 1347. The proportion of the tax (or
surtax), so computed, indicated by the
ratio which the taxpayer’s taxable in-
come attributable to the amount speci-
fied in paragraph (a) of this section,
computed as prescribed in paragraph
(c) of this section, bears to his total
taxable income, is the portion of the
tax (or surtax) attributable to such
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amount. If this portion of the tax (or
surtax) exceeds 33 percent (30 percent
for taxable years beginning before Jan-
uary 1, 1971) of the amount specified in
paragraph (a) of this section, that por-
tion of the tax (or surtax) shall be re-
duced to 33 percent (or 30 percent) of
such amount.

(c) In determining the portion of the
taxable income attributable to any
amount specified in paragraph (a) of
this section, the taxpayer shall allo-
cate to such amount received and to
the gross income derived from all other
sources, the expenses, losses, and other
deductions properly attributable there-
to, and shall apply any general ex-
penses, losses, and other deductions
(which cannot be properly apportioned
otherwise) ratably to the gross income
from all sources. The amount specified
in paragraph (a) of this section, less
the deductions properly attributable
thereto and less its proportion of any
general deductions, shall be the taxable
income attributable to such amount.
The taxpayer shall submit with his re-
turn a statement fully explaining the
manner in which such expenses, losses,
and deductions are allocated or appor-
tioned.

[T.D. 6500, 25 FR 12052, Nov. 26, 1960, as
amended by T.D. 7117, 36 FR 9422, May 25,
1971; 36 FR 11434, June 12, 1971]

§1.1348-1 Fifty-percent maximum tax
on earned income.

Section 1348 provides generally that
for taxable years beginning after De-
cember 31, 1971, the maximum tax rate
applicable to the earned taxable in-
come of an individual, estate, or trust
is not to exceed 50 percent. In the case
of an estate or trust, earned income in-
cludes only amounts which constitute
income in respect of a decedent within
§1.1348-3(a)(4). For taxable years begin-
ning after December 31, 1970, and before
January 1, 1972, the maximum rate is 60
percent. Section 1348 does not apply if
the taxpayer chooses the benefits of in-
come averaging under sections 1301
through 1305. Section 1348 does not
apply to a married individual who does
not file a joint return with his spouse
for the taxable year. For purposes of
section 1348, an individual’s marital
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status shall be determined under sec-
tion 153 and the regulations there-
under.

[T.D. 7446, 41 FR 55337, Dec. 20, 1976]

§1.1348-2 Computation of the fifty-
percent maximum tax on earned in-
come.

(a) Computation of tax for taxable years
beginning after 1971. If, for a taxable
year beginning after December 31, 1971,
an individual has earned taxable in-
come (as defined in paragraph (d) of
this section) which exceeds the applica-
ble amount in column (1) of table A,
the tax imposed by section 1 for such
year shall be the sum of:

(1) The applicable amount in column
(2) of table A.

(2) 50 percent of the amount by which
earned taxable income exceeds the ap-
plicable amount in column (1) of table
A, and

(3) The amount by which the tax im-
posed by chapter 1 on the entire tax-
able income exceeds a tax so computed
on earned taxable income, such com-
putations to be made without regard to
section 1348 or 1301.

TABLE A
Status 1) )

Married individuals filing joint returns

and surviving spouses $52,000 | $18,060
Heads of households 38,000 12,240
Unmarried individuals other than sur-

viving spouses and heads of house-

holds 38,000 13,290
Trusts and estates 26,000 9,030

(b) Computation of tax for taxable years
beginning in 1971. If, for a taxable year
beginning after December 31, 1970, and
before January 1, 1972, an individual
has earned taxable income (as defined
in paragraph (d) of this section) which
exceeds the applicable amount in col-
umn (1) of table B, the tax imposed by
section 1 for such year shall be the sum
of:

(1) The applicable amount in column
(2) of table B,

(2) 60 percent of the amount by which
earned taxable income exceeds the ap-
plicable amount in column (1) of table
B, and

(3) The amount by which the tax im-
posed by chapter 1 on the entire tax-
able income exceeds a tax so computed
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on earned taxable income, such com-
putations to be made without regard to
section 1348 or 1301.

TABLE B

Status (€} @

Married individuals filing joint returns

and surviving spouses $100,000 | $45,180
Heads of households 70,000 30,260
Unmarried individuals other than sur-

viving spouses and heads of

households 50,000 20,190
Trusts and estates ... 50,000 22,590

(c) Short taxable periods. If a taxpayer
is required under section 443(a)(l) to
make a return for a period of less than
12 months, the tax under section 1348
and this section shall be determined by
placing his taxable income, earned net
income, adjusted gross income, and
items of tax preference on an annual
basis in accordance with section 443
and the regulations thereunder. If a
taxable year referred to in paragraph
(d)(3)(i)(a) of this section is a period of
less than 12 months for which a return
is required under section 443(a)(1), the
average described in such paragraph
shall also be determined by placing the
items of tax preference for such period
on an annual basis in accordance with
section 443 and the regulations there-
under. If a return for a period of less
than 12 months is required under sec-
tion 443(a)(3) for any taxable year re-
ferred to in paragraph (d)(3)(i)(a) of
this section, section 1348 and this sec-
tion shall not apply unless such period
is reopened by the taxpayer as provided
by section 6851(b).

(d) Earned taxable income—(1) In gen-
eral. For purposes of section 1348 and
this section, the term earned taxable in-
come means the excess of (i) the portion
of taxable income which, under sub-
paragraph (2) of this paragraph, is at-
tributable to earned net income over
(ii) the tax preference offset (as defined
in subparagraph (3) of this paragraph).
For purposes of computing the alter-
native tax under section 1201, earned
taxable income shall not exceed the ex-
cess of taxable income over 50 percent
of the net capital gain (net section 1201
gain for taxable years beginning before
January 1, 1977).

(2) Taxable income attributable to
earned net income. The portion of tax-
able income which is attributable to
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earned net income shall be determined
by multiplying taxable income by a
fraction (not exceeding one), the nu-
merator of which is earned net income,
and the denominator of which is ad-
justed gross income. For purposes of
this subparagraph the term earned net
income means the excess of the total of
earned income (as defined in §1.1343-
(a)) over the total of any deductions
which are required to be taken into ac-
count under section 62 in determining
adjusted gross income and are properly
allocable to or chargeable against
earned income. Deductions are prop-
erly allocable to or chargeable against
earned income if, and to the extent
that, they are allowable in respect of
expenses paid or incurred in connection
with the production of earned income
and have not been taken into account
in determining the net profits of a
trade or business in which both per-
sonal services and capital are material
income producing factors (as defined in
§1.1348-3(a)(3)). Except as otherwise
provided, deductions properly allocable
to or chargeable against earned income
include:

(i) Deductions attributable to a trade
or business from which earned income
is derived, except that if less than all
the gross income from a trade or busi-
ness constitutes earned income, only a
ratable portion of the deductions at-
tributable to such trade or business is
allowable in respect of expenses paid or
incurred in connection with the pro-
duction of earned income,

(i) Deductions consisting of expenses
paid or incurred in connection with the
performance of services as an em-
ployee,

(iii) The deductions described in sec-
tion 62(7) and allowable by sections 404
and 405(c),

(iv) The deduction allowable by sec-
tion 217,

(v) The deduction allowable by sec-
tion 1379(b)(3), and

(vi) A net operating loss deduction to
the extent that the net operating
losses carried to the taxable year are
properly allocable to or chargeable
against earned income.

A net operating loss carried to the tax-
able year is properly allocable to or
chargeable against earned income in
such year to the extent of the excess (if
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any) of the deductions for the loss year
which are properly allocable to or
chargeable against earned income and
which are allowable under section
172(d) in determining a net operating
loss, over the earned income for the
loss year. If the excess described in the
preceding sentence is less than the en-
tire net operating loss, such excess and
the balance of such loss shall be
deemed to reduce taxable income rat-
ably for any taxable year to which such
loss may be carried. See examples (3)
and (4) in subparagraph (4) of this para-
graph.

(3) Tax preference offset. (i) For pur-
poses of subparagraph (1) of this para-
graph, the tax preference offset is the
amount by which the greater of:

(A) The average of the taxpayer’s
items of tax preference for the taxable
year and the four preceding taxable
years, or

(B) The taxpayer’s items of tax pref-
erence for the taxable year,

exceeds $30,000.

(ii) The items of tax preference to be
taken into account under subdivision
(i) of this subparagraph for any taxable
year shall be those items of tax pref-
erence referred to in section 57(a) and
the regulations thereunder for the tax-
able year, but excluding any amount
not taken into account in computing
the tax under section 56(a) and the reg-
ulations thereunder for such taxable
year. The items of tax preference to be
taken into account by an individual for
any taxable year in which such indi-
vidual is or was a nonresident alien
shall not include items of tax pref-
erence which are not effectively con-
nected with the conduct of a trade or
business within the United States.

(iii) Taxable years ending before Jan-
uary 1, 1970 shall not be included in
computing the average described in
subdivision (i)(A) of this subparagraph.
Thus, for example, the tax preference
offset for a taxable year ending on De-
cember 31, 1973, is the amount by which
the average of the taxpayer’s items of
tax preference for 1970, 1971, 1972, and
1973, or the taxpayer’s items of tax
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preference for 1973, whichever is great-
er, exceeds $30,000. Taxable years dur-
ing which the taxpayer was not in ex-
istence shall not be included in com-
puting the average described in sub-
division (i)(A) of this subparagraph. A
fractional part of a year which is treat-
ed as a taxable year under sections
441(b) and 7701(a)(23) shall be treated as
a taxable year for purposes of this sec-
tion for special rules if a taxable year
referred to in subdivision (i)(A) of this
subparagraph is a period of less than 12
months for which a return is required
under section 443(a)(1).

(iv) If for the current taxable year
the taxpayer and his spouse (or the es-
tate of such spouse) file a joint return
together, the items of tax preference
for a preceding taxable year taken into
account under subdivision (i)(A) of this
subparagraph shall be the sum of the
items of tax preference of the taxpayer
and his spouse for such preceding year
even though a joint return was not, or
could not have been, filed by the tax-
payer and such spouse for such pre-
ceding taxable year. If for the current
taxable year the taxpayer (A) is no
longer married to a spouse to whom he
was married for a preceding taxable
year taken into account under subdivi-
sion (i)(A) of this subparagraph and
files a return as a single person, head
of household, or surviving spouse for
such current taxable year, or (B) is
married to a spouse other than the
spouse to whom he was married for a
preceding taxable year taken into ac-
count under subdivision (i)(A) of this
subparagraph, his items of tax pref-
erence shall be computed as if he were
not married during such preceding tax-
able year.

(v) The sum of the items of tax pref-
erence of an estate or trust shall, for
purposes of this paragraph, be appor-
tioned between the estate or trust and
the beneficiary in the manner and to
the extent provided by section 58(c)(1)
and the regulations thereunder.

(vi) If an item of gross income in re-
spect of a decedent is includible in the
gross income of a taxpayer and is
treated as earned income in the hands
of the taxpayer by reason of §1.1348-
3(a)(4), the items of tax preference for a
taxable year taken into account under
subdivision (i) of this subparagraph
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shall be the sum of the taxpayer’s
items of tax preference for such tax-
able year and the decedent’s items of
tax preference for any taxable year of
the decedent (including a short taxable
year described in section 441(b)(3))
which ends with or within such taxable
year of the taxpayer. For purposes of
this subdivision, if a taxpayer (such as
the estate of the decedent or a testa-
mentary trust created by the decedent)
has not been in existence for the num-
ber of preceding taxable years specified
in subdivision (i)(A) or (iii) of this sub-
paragraph, the items of tax preference
for preceding taxable years taken into
account shall be the taxpayer’s items
of tax preference for each of its pre-
ceding taxable years plus the dece-
dent’s items of tax preference for that
number of the most recent taxable
years of the decedent ending prior to
the taxpayer’s earliest taxable year
which, when added to the taxpayer’s
preceding taxable years, equals such
number of preceding taxable years
specified in subdivision (i)(A), or (iii).
The increase, if any, in the taxpayer’s
tax preference offset computed under
this subdivision shall not exceed the
amount by which the taxpayer’s tax-
able income attributable to earned net
income, computed as provided in
§1.1348-2(d)(2) and including the item of
gross income in respect of a decedent,
exceeds the taxpayer’s taxable income
attributable to earned net income com-
puted without regard to such item of
gross income.

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

Example 1. (i) H and W, married calendar-
year taxpayers filing a joint return, have the
following items of income, deductions, and
tax preference for 1976:

(a) Salary $155,000
(b) Dividends and interest ... 60,000
TOtal v 215,000
(c) Deductible travel expenses of em-
ployee allocable to earned income 5,000
(d) Adjusted gross income $210,000
(e) Exemptions and itemized deductions .............. 38,000
(f) Taxable INCOME .......covvveiiicieccecee 172,000

In addition, the taxpayers have tax pref-
erence items for 1976 of $80,000 attributable
to the exercise of a qualified stock option
and total tax preference items of $300,000 for
the years 1972 through 1975. Since the items
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of tax preference for 1976 exceed the average
of the items of tax preference for the years
1972 through 1976, the tax preference offset
for 1976 is $50,000 ($80,000%$30,000).

(ii) H and W have earned taxable income of
$72,857 determined in the following manner:

(a) Earned income $155,000
(b) Earned net income ($155,0003$5,000) .. 150,000
(c) Taxable income .. 172,000
(d) Adjusted gross income . 210,000
(e) Taxable income attributable to
earned net income:
$172,000(c) x ($150,000(b) /
$210,000(d) ... $122,857
(f) Tax preference offset . 50,000
(g) Earned taxable income .........ccceoevviviiinennens 72,857

(iii) The tax imposed by section 1 is $90,938,
determined pursuant to section 1348 in the
following manner:

(a) Applicable amount from col. (2) of table A,

§1.1348-2(8) eovvvorrerereeeeeeeeee e $18,060
(b) 50 pct of amount by which $72,857 (earned

taxable income) exceeds $52,000 (applicable

amount from col. (1) of table A, §1.1348-2(a)) .. 10,429
(c) Tax computed under section 1 on

$172,000 (taxable income) ................ $91,740
(d) Tax computed under section 1 on

$72,857 (earned taxable income) ...... 29,291
(e) Item (c) minus item (d) 962,449
(f) Tax (total of items (a), (b), and (e)) ... 90,938

Example 2. (i) H and W, married calendar-
year taxpayers filing a joint return, have the
following items of income, deductions, and
tax preference for 1976:

(a) Salary $210,000
(b) Dividends and interest . . 20,000
(c) Net long-term capital gains .......... 100,000
Total ..o 330,000
(d) Sec. 1202 deduction (¥2 of net
long-term capital gains) .................. 50,000
(e) Adjusted gross income $280,000
(f) Exemptions and itemized deductions . 40,000
(g) Taxable iNCOME ........covevevveviriiiciceeee 240,000

The taxpayers’ tax preference item for 1976
is one-half of the net long-term capital gains
of $100,000, or $50,000. The taxpayers have no
items of tax preference for the years 1972
through 1975. Accordingly, their tax pref-
erence offset for 1976 is $20,000
($50,0002£$30,000).

(ii) H and W have earned taxable income of
$160,000, determined in the following manner:

(a) Earned net income $210,000
(b) Taxable income 240,000
(c) Adjusted gross income 280,000
(d) Taxable income attributable to earned net in-
come:
$240,000(b) x ($210,000(a)

/ $280,000(c)) .. . 180,000
(e) Tax preference offset ... $20,000
(f) Earned taxable iNCOME ........ccccceeevirveeeercieeenens $160,000

(iii) The tax imposed by section 1 is
$122,560, determined pursuant to section 1348
in the following manner:
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(a) Applicable amount from col. (2) of table A,
§1.1348-2(2) eovrvrrerereieiiiieireei e

(b) 50 pct of amount by which $160,000 (earned
taxable income) exceeds $52,000 (applicable
amount from col. (1) of table A, §1.1348-2(a))

(c) Tax computed under section
1201(b) on $240,000 (taxable in-
come):

(1) Tax under section 1201(b)(1)
(tax under section 1 on
$190,000 (taxable income ex-
cluding capital gains)) .............

(2) Tax under section 1201(b)(2)
(25 pct of subsection (d) gain
of $50,000) ....cocvvvviiiiiiiiieis

(3) Tax under section 1201(b)(3)
(tax under section 1 on
$240,000 (taxable income)
less tax under section 1 on
$215,000 (amount subject to
tax under section 1201(b)(1)
plus 50 pct of subsection (d)
gain)) ($138,980%$121,480) ..

$18,060

54,000

$104,080

12,500

17,500

Total ..o,
(d) Tax computed under section 1 on
$160,000 (earned taxable income)

134,080
83,580

(e) Item (c) through item (d) ......ccceeviiiiiiiiiin, 50,500

(f) Tax (total of items (a), (b), and (€)) .....cccevvvrueene $122,560

Example 3. (i) A, an unmarried calendar
year taxpayer engaged in the practice of law,
has the following items of income and deduc-
tions for 1973 and 1976:

1973 1976
Gross income from law practice .. $240,000 $100,000
Dividends .........ccccccceiiiiienne 60,000 20,000
Expense paid in law practice 50,000 160,000
Investment interest 30,000 10,000
Casualty loss on personal residence (amount in
excess Of $100) .......cccccrviiiriiiiiisiceeeeae 50,000

(ii) For 1976, A’s deductions exceed his
gross income, and his taxable income is
therefore zero. In addition, A has a net oper-
ating loss of $100,000 (i.e., the excess of his
deductions of $220,000 over his gross income
of $120,000), which may be carried back to
1973. In computing his taxable income and
earned taxable income for 1973, $60,000 (i.e.,
the excess of the expenses paid in A’s law
practice of $160,000, over his gross income
from his law practice of $100,000) of the net
operating loss deduction is properly allo-
cable to or chargeable against earned in-
come.

(iii) A’s recomputed taxable income and
earned taxable income for 1973 are $119,250
and $103,350 respectively, determined in the
following manner:

Gross income ($240,000 + $60,000) ..........ccccoune $300,000
Adjusted gross income ($300,000 ¥ $50,000 ¥

$100,000) ...evieieeeeieeiee e 150,000
Taxable income ($150,000 ¥ $30,000 ¥ $750) .. 119,250
Earned net income ($240,000 ¥ $50,000 ¥

$60,000) ...evooreeeeeeeeee e 130,000
Earned taxable income ($130,000 / $150,000 x

$119,250) i $103,350
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Example 4. The facts are the same as in ex-
ample (3) except that A’s gross income from
his law practice for 1973 is $40,000. Thus, for
1973, A’s deductions (including the net oper-
ating loss deduction) exceed his gross in-
come, and his recomputed taxable income is
therefore zero. The taxable income sub-
tracted from the net operating loss to deter-
mine the carryback to 1974 is $20,000 (i.e.,
$40,000 + $60,000 ¥ $50,000 > $30,000), and thus
the net operating loss carryback to 1974 is
$20,000 (i.e., $40,000 + $60,000 ¥ $50,000 ¥
$30,000), and thus the net operating loss
carryback from 1976 to 1974 is $80,000 (i.e.,
$100,000 ¥ $20,000). Of this amount, $48,000
($80,000 x [$60,000 (the excess of the expenses
paid in 1976 in A’s law practice over his gross
income from his law practice) + $100,000 (A’s
net operating loss for 1976)]) is properly allo-
cable to or chargeable against earned in-
come, and must be taken into account in re-
computing A’s taxable income and earned
taxable income for 1974.

Example 5. A, an unmarried calendar year
taxpayer, receives a salary of $80,000 from
Corporation X in 1975 and also owns and op-
erates a laundry in which both his capital
and services are material income producing
factors. A incurs no section 62 expenses with
respect to the salary income. In 1975 the
laundry, a sole proprietorship, has gross in-
come of $100,000 and business expenses de-
ductible under section 62 of $80,000. A reason-
able allowance as compensation for A’s per-
sonal services rendered by him in his laundry
business would be $12,000. The net profits of
the laundry business were $20,000.

A’s earned income from the laundry busi-
ness is limited to $6,000 (30 percent of $20,000).
A’s total earned income is  $36,000
($80,000+$60,000). Since the section 62 deduc-
tions of the laundry business have already
been taken into account in computing net
profits, they are not again taken into ac-
count in computing earned net income. Ac-
cordingly, A’s earned net income for 1975 is
$86,000.

Example 6. The facts are the same as exam-
ple (5) except that the gross income of the
laundry is $130,000 and the net profits from
the laundry are $50,000. A’s earned income
from the laundry is $12,000. Even though the
30-percent-of-net profits limitation has not
resulted in a reduction of A’s earned income
from the laundry, the expenses deducted in
computing net profits do not reduce earned
income. Accordingly, both the earned in-
come and the earned net income of A for 1975
are $92,000.

Example 7. The facts are the same as exam-
ple (5) except that the gross income of the
laundry is $60,000 and the laundry has a net
loss of $20,000. A’s earned income from the
laundry is $12,000. Since the laundry does not
have net profits, the expenses of the laundry
have not been taken into account in com-
puting the net profits limitation. Accord-
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ingly, a ratable portion of deductible ex-
penses of the laundry must be allocated to
the earned income from the laundry in ac-
cordance with §1.1348-2(d)(2); $16,000 of the
expenses are allocated to the earned income
($12,000/$60,000x$80,000). A’s total earned in-
come for 1975 is $92,000, and his earned net in-
come is $76,000 ($92,000 minus $16,000).

[T.D. 7446, 41 FR 55337, Dec. 20, 1976, as
amended by T.D. 7728, 45 FR 72650, Nov. 3,
1980]

§1.1348-3 Definitions.

(a) Earned income—(1) In general. (i)
For purposes of section 1348 and the
regulations thereunder, the term
earned income means any item of gross
income which is earned income within
the meaning of section 401(c)(2)(C) or
911(b) unless the item constitutes de-
ferred compensation as defined in para-
graph (b) of this section or is otherwise
excluded by application of this para-
graph. Thus, subject to such excep-
tions, the term includes:

(A) Wages, salaries, professional fees,
bonuses, amounts includible in gross
income under section 83, commissions
on sales or on insurance premiums,
tips, and other amounts received, actu-
ally or constructively, as compensation
for personal services actually rendered
regardless of the medium or basis of
payment.

(B) Compensatory payments for per-
sonal services made prior to the time
such services are actually rendered,
provided such advance payments are
not made for a purpose of minimizing
Federal income taxes by reason of the
application of section 1348, and are ei-
ther customary in the particular pro-
fession, trade, or business, or are made
for a bona fide business purpose.

(C) Prizes and awards in recognition
of personal services includible in gross
income under section 74, amounts in-
cludible in gross income under section
79 (relating to group-term life insur-
ance purchased for employees), and
amounts includible in gross income
under section 1379(b) (relating to con-
tributions to qualified pension plans in
the case of certain shareholder-employ-
ees); and

(D) Gains (other than gain which is
treated as capital gain under any pro-
vision of chapter 1) and net earnings
derived from the sale or other disposi-
tion of, the transfer of any interest in,
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or the licensing of the use of property
(other than good will) by an individual
whose personal efforts created such
property.

The term does not include such income
as dividends (including an amount
treated as a dividend by reason of sec-
tion 1373(b) and §1.1373-1), other dis-
tributions of corporate earnings and
profits, gambling gains, or gains which
are treated as capital gains under any
provision of chapter 1. The term also
does not include amounts received for
refraining from rendering personal
services or engaging in competitive ac-
tivity or amounts received as consider-
ation for the cancellation of an em-
ployment contract.

(i) In the case of a nonresident alien
individual, earned income includes
only earned income from sources with-
in the United States which is effec-
tively connected with the conduct of a
trade or business within the United
States.

(2) Earned income and employed assist-
ants. The entire amount received as
professional fees shall be treated as
earned income if the taxpayer is en-
gaged in a professional occupation,
such as a doctor, dentist, lawyer, archi-
tect, or accountant, even though he
employs assistants to perform part or
all of the services, provided the pa-
tients or clients are those of the tax-
payer and look to the taxpayer as the
person responsible for the services per-
formed.

(3) Earned income from business in
which capital is material. (i) If an indi-
vidual is engaged in a trade or business
(other than in corporate form) in which
both personal services and capital are
material income-producing factors, a
reasonable allowance as compensation
for the personal services actually ren-
dered by the individual shall be consid-
ered earned income, but the total
amount which shall be treated as the
earned income of the individual from
such a trade or business shall in no
case exceed 30 percent of his share of
the net profits of such trade or busi-
ness (which share shall include any
guaranteed payment (as defined by
§1.707-1(c)) received from a partner-
ship). For purpose of the preceding sen-
tence, the term net profits of the trade or
business means the excess of gross in-
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come from such trade or business (in-
cluding income from all sources,
whether or not subject to Federal in-
come tax, and without taking into ac-
count any deductions which may be al-
lowable under section 1202) over the de-
ductions attributable to such trade or
business.

(ii) Whether capital is a material in-
come-producing factor must be deter-
mined by reference to all the facts of
each case. Capital is a material in-
come-producing factor if a substantial
portion of the gross income of the busi-
ness is attributable to the employment
of capital in the business, as reflected,
for example, by a substantial invest-
ment in inventories, plant, machinery,
or other equipment. In general, capital
is not a material income-producing fac-
tor where gross income of the business
consists principally of fees, commis-
sions, or other compensation for per-
sonal services performed by an indi-
vidual. Thus, the practice of his profes-
sion by a doctor, dentist, lawyer, archi-
tect, or accountant will not, as such,
be treated as a trade or business in
which capital is a material income-pro-
ducing factor even though the practi-
tioner may have a substantial capital
investment in professional equipment
or in the physical plant constituting
the office from which he conducts his
practice since his capital investment is
regarded as only incidental to his pro-
fessional practice.

(iii) This subparagraph does not
apply to gains and net earnings derived
from the sale or other disposition of,
the transfer of any interest in, or the
licensing of the use of property by an
individual whose personal efforts cre-
ated such property which are, by rea-
son of subparagraph (1)(i) of this para-
graph, treated as earned income. Thus,
for example, a research chemist’s sub-
stantial capital investment in labora-
tory facilities which he uses to produce
patentable chemical processes from
which he derives gains within the
meaning of this subdivision would not
be considered a material income-pro-
ducing factor.

(4) Income in respect of a decedent. An
item of gross income in respect of a de-
cedent includible in the gross income
of a person described in section de-
scribed in section 691(a)(1) shall be
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treated as earned income in the hands
of such person for purposes of subpara-
graph (1) of this paragraph if such item
of gross income would have constituted
earned income of the decedent had he
lived and received such amount. See
§1.1348-2(d)(3)(vi) for rules relating to
attribution of tax preferences by rea-
son of an item of income in respect of
a decedent.

(5) Exceptions to definition of earned
income. For purposes of section 1348 and
the regulations thereunder, the term
earned income does not include:

(i) Any distribution to which section
72(m)(5), relating to certain amounts
received by owner-employees from a
trust described in section 401(a) or
under a plan described in section 403(a),
applies,

(ii) Any distribution to which section
402(e), relating to the treatment of cer-
tain total distributions from a trust
described in section 401(a) or under a
plan described in section 403(a), ap-
plies,

(iii) Any distribution to which sec-
tion 402(a)(2), relating to capital gains
treatment of certain total distribu-
tions from a trust described in section
401(a), applies,

(iv) Any distribution to which sec-
tion 403(a)(2)(A), relating to capital
gains treatment for certain distribu-
tions under a plan described in section
404(a)(2), applies, or

(v) Any deferred compensation within
the meaning of paragraph (b) of this
section.

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

Example 1. A owns and operates an unincor-
porated laundering and dry cleaning busi-
ness. A, assisted by his employees, devotes
his entire time and attention to this busi-
ness. Substantial capital is invested in the
plant and equipment utilized in the laun-
dering and dry cleaning of clothing for A’s
customers. Although personal services per-
formed by A and his employees are a mate-
rial income-producing factor in A’s business,
the capital investment in plant and equip-
ment is not merely incidental to the per-
formance of such services but is, as such,
material to the production of business in-
come. Therefore, A’s laundering and dry
cleaning business is one in which both per-
sonal services and capital are material in-
come-producing factors within the meaning
of paragraph (a)(3) of this section. A may
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treat as earned income for a taxable year a
reasonable allowance as compensation for
the personal services rendered by him in his
business, but the amount so treated shall not
exceed 30% of the net profits of his business
for such year.

Example 2. In his unincorporated business
as a real estate broker, which he conducts on
a full-time basis, A performs substantial per-
sonal services, including solicitation of home
buyers and sellers, escorting prospective
buyers on house visits, arranging appraisal,
financing, and legal services, and other re-
lated tasks. In the course of conducting such
business, A often finances sales of real estate
with his own capital, makes all the nec-
essary arrangements incident to such financ-
ing, and a substantial portion of the gross in-
come of the business consists of interest in-
come from such financing. Under these facts
and circumstances, both personal services
and capital are material income-producing
factors in A’s real estate business within the
meaning of paragraph (a)(3) of this section
since the financing of real estate sales is an
integral part of the entire business. Accord-
ingly, A’s earned income from his real estate
business is limited to a reasonable allowance
as compensation for the personal services A
actually renders, but not in excess of 30% of
the net profits from the business, including
the interest income derived from financing
sales of real estate.

Example 3. For his taxable year ending on
December 31, 1973, A, a radiologist, reports
fees of $100x for professional services ren-
dered to his own patients during 1973. Since
1970, A has maintained his own office in a
small building that he purchased for $60x. In
addition, A owns X-ray equipment with an
original cost of $300x which he uses in his
professional practice. The entire $100x of pro-
fessional fees earned by A during 1973 is
treated as earned income, notwithstanding
that A has a substantial capital investment
in professional equipment and the office
from which he conducts his medical practice,
because such capital investment is only inci-
dental to the rendition of personal services
in A’s professional practice.

(b) Deferred compensation—(1) In gen-
eral. For purposes of section 1348 and
the regulations thereunder, the term
deferred compensation means, except as
otherwise provided in subparagraph (2)
of this paragraph, any compensation
which is deferred within the meaning
of that concept in section 404, includ-
ing any deferred compensation to
which the provisions of section 404 and
the regulations thereunder apply and
any other compensation taxation of
which is deferred in a manner similar
to the treatment applicable to deferred
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compensation to which such provisions
apply. Thus, the term includes any
amounts includable in gross income as
compensation for personal services
pursuant to a plan, or method having
the effect of a plan, deferring the tax-
ation of such payment to a taxable
year later than that in which such
services were rendered. For purposes of
section 1348, the term deferred com-
pensation is not limited to payments to
common-law employees but also in-
cludes payments to self-employed indi-
viduals: nor is it material that no de-
duction is allowable in respect of all or
part of such payments or that a deduc-
tion in respect thereof is allowable
under some provision of the Code other
than section 404. For example, amounts
received by a retired partner pursuant
to a written plan of the partnership of
the kind described in section 1402(a)(10)
constitute deferred compensation ex-
cept as otherwise provided in subpara-
graph (2) of this paragraph. The term
deferred compensation, as defined in this
paragraph, shall have no application to
a determination of the deductibility of
any amount under section 162, 404, or
any other provision of the Code.

(2) Amounts not treated as deferred
compensation. Notwithstanding the pro-
visions of subparagraph (1) of this para-
graph, any amount includible in gross
income as compensation before the end
of the taxable year following the first
taxable year of the taxpayer in which
his right to receive such amount is not
subject to any requirement or condi-
tion which would be treated as result-
ing in a substantial risk of forfeiture
within the meaning of section 83 and
the regulations thereunder does not
constitute deferred compensation for
purposes of section 1348 and the regula-
tions thereunder. For purposes of this
subparagraph, a fractional part of a
year which is a taxable year under sec-
tions 441(b) and 7701(a)(23) shall be
treated as a taxable year.

(©) Application to certain
compensation—(i) In general. This sub-
paragraph provides rules for the appli-
cation of the principles of subpara-
graphs (1) and (2) of this paragraph to
certain types of compensation.

(ii) Pension, etc., plans. (A) In accord-
ance with subparagraph (1) of this
paragraph, the taxable portion of dis-
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tributions under a pension, annuity,
profit-sharing, or stock bonus plan,
whether or not such plan meets the re-
quirements of section 401(a), or pursu-
ant to a method having the effect of
such a plan, generally constitutes de-
ferred compensation. However, under
subparagraph (2) of this paragraph,
such portion constitutes earned income
if includible in gross income before the
end of the taxable year following the
first taxable year of the taxpayer in
which his right to receive such amount
is not subject to a substantial risk of
forfeiture. In the case of a distribution
under a contributory plan, the pre-
ceding sentence applies only to that
part of the taxable portion of the dis-
tribution which is attributable to em-
ployer contributions to the plan. For
purposes of the preceding sentence,
that part of the taxable portion of a
distribution which is attributable to
employer contributions is the amount
of such part, multiplied by a fraction,
the numerator of which is the em-
ployer contributions to the plan on be-
half of the employee (determined in ac-
cordance with the principles of
§1.402(a)-2), and the denominator of
which is the sum of such employer con-
tributions and the net employee con-
tributions to the plan (as defined in
paragraph (a)(2) of §1.402(a)-2). Thus, if
the employer does not contribute to
the plan, no part of any distribution
thereunder constitutes earned income.
Amounts included in gross income
under section 402(b), 403(c), or 1379(b)(1)
in respect of employer contributions to
a plan described in this subdivision do
not constitute deferred compensation.
(B) If a recipient’s rights to receive
amounts pursuant to a plan cease to be
subject to a substantial risk of for-
feiture in more than one of his taxable
years, each payment pursuant to such
plan shall be considered to consist of a
ratable portion of all of the amounts
which are not subject to a substantial
risk of forfeiture at the time of such
payment. Thus, for example, if an em-
ployment contract provides in part
that an employee or his estate is to re-
ceive in each of the fifteen years after
the year in which he attains or would
have attained age 65 an amount equal
to $2,000 times his years of service with
the employer and if he had eighteen

677



§1.1348-3

years of service with the employer,
each $36,000 payment would be consid-
ered to consist of 18 payments of $2,000,
his right to receive one of which ceased
to be subject to a substantial risk of
forfeiture upon completing his first
year of service with the employer, his
right to receive another of which
ceased to be subject to a substantial
risk of forfeiture upon completing his
second year of service with the em-
ployer, etc. Therefore, if the employ-
ee’s last year of service with the em-
ployer was completed in the year in
which he attained age 65, $2,000 of the
first payment in the next year would
not be deferred compensation under
subparagraph (2) of this paragraph, and
the remaining $34,000 of that payment
and all of the other fourteen payments
of $36,000 would be deferred compensa-
tion. If the employee’s last year of
service was completed in an earlier
year, all fifteen payments would con-
stitute deferred compensation in full.

iii) Income attributable to options. (A)
Ordinary income realized by a taxpayer
upon a disqualifying disposition of
stock acquired pursuant to the exercise
of a statutory option (as defined in
§1.421-7(b)) is not deferred compensa-
tion for purposes of subparagraph (1) of
this paragraph and, therefore, con-
stitutes earned income.

(B) Ordinary income realized by a
taxpayer upon the transfer of property
pursuant to the exercise, or sale or
other disposition, of an option which is
not a statutory option (as defined in
§1.421-7(b)) and which was granted on
or before December 15, 1971, is not de-
ferred compensation for purposes of
subparagraph (1) of this paragraph and,
therefore, constitutes earned income.
Ordinary income realized by a taxpayer
upon the transfer of property pursuant
to the exercise, or sale or other disposi-
tion, of an option which is not a statu-
tory option (as defined in §1.421-(b))
and which is granted after December
15, 1971 constitutes earned income rath-
er than deferred compensation if such
option cannot, by its terms, be exer-
cised more than three months after
termination (for any reason other than
death) of the grantee’s employment by
the grantor of the option. If the terms
of such an option granted after Decem-
ber 15, 1971 permit the exercise of the

26 CFR Ch. | (4-1-03 Edition)

option more than three months after
termination (for any reason other than
death) of the grantee’s employment by
the grantor, ordinary income realized
by a taxpayer upon the transfer of
property pursuant to exercise, or sale
or other disposition, of the option con-
stitutes earned income rather than de-
ferred compensation only if such in-
come is realized in a taxable year no
later than that following the taxable
year in which the option was granted.
In the case of the grantee’s death with-
in a period during which ordinary in-
come realized upon the transfer of
property pursuant to his exercise, or
sale or other disposition, of an option
described in this subdivision would
have constituted earned income as pro-
vided in this subdivision had the grant-
ee lived, ordinary income realized sub-
sequently upon the transfer of property
pursuant to exercise, or sale or other
disposition, of an option described in
this subdivision, by the grantee’s legal
represedntatives or beneficiary con-
stitutes earned income only if such ex-
ercise or sale or other disposition, oc-
curs on a date no later than the date
twelve months following that of the
grantee’s death. For purposes of this
subdivision, the term employment by the
grantor includes employment by a re-
lated corporation as defined in §1.421-
7(i), and by a corporation which is con-
sidered a related corporation under
§1.421-7(h)(3). Therefore, the transfer of
an employee from the grantor corpora-
tion to such a related corporation or
from one related corporation to an-
other related corporation or to the
grantor corporation will not be treated
as a termination of employment by the
grantor.

(C) For purposes of (B) of this sub-
division, if an option described therein
and granted after December 15, 1971 is
exercisable only following completion
of a specified period of employment,
the taxable year in which such period
of employment is completed shall be
treated as the taxable year in which
the option was granted. Further, if the
terms of an option described in (B) of
this subdivision and granted after De-
cember 15, 1971 are modified, such
modification shall not be considered as
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the granting of a new option for pur-
poses of (B) in determining the taxable
year in which such option was granted.

(D) For purposes of (B) of this sub-
division, an option will not be consid-
ered exercisable by its terms more than
three months following termination
(for any reason other than death) of
the grantee’s employment by the
grantor solely because the terms of
such option permit, in the event of
such grantee’s death within three
months following termination of such
employment, exercise of the option by
the grantee’s legal representative or
beneficiary during or following such
three-month period.

(4) Examples. The application of this
paragraph may be illustrated by the
following examples, in each of which it
is assumed that any amounts paid as
described therein constitute salaries or
other compensation for personal serv-
ices actually rendered rather than a
distribution of earnings and profits:

Example 1. (i) On January 1, 1965, Corpora-
tion X and E, an individual, execute an em-
ployment contract under which E is to be
employed by X for a period of 10 years. Under
the contract, E is entitled to a stated annual
salary and to additional compensation of
$10x for each year. This additional compensa-
tion is to be credited as of December 31 of
each year to a bookkeeping reserve account
and will be deferred, accumulated, and paid
only upon termination of the employment
contract, E’s becoming a part-time employee
of X, or E’s becoming partially or totally in-
capacitated. Under the terms of the con-
tract, X is merely under a contractual obli-
gation to make the payments when due, and
neither X nor E intends that the amounts in
the reserve be held by X in trust for E. The
contract provides that if E shall fall or
refuse to perform his duties, X will be re-
lieved of any obligation to make further
credits to the reserve but not of the obliga-
tion to distribute amounts previously cred-
ited to the reserve. In the event E should die
prior to his receipt in full of the balance in
the account, the remaining balance is dis-
tributed to his personal representative.

(i) Having completed the terms of his em-
ployment contract, E retires from the em-
ployment of X on December 31, 1974, and on
January 15, 1975, receives a total distribution
of $100x from his reserve account. Of this dis-
tribution of $100x to E, only $10x, rep-
resenting the credit made to E’s reserve ac-
count in 1974, constitutes earned income. No
other credits to E’s reserve account are
taken into account for this purpose because
they were made to the reserve account and
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became nonforfeitable in a year earlier than
the year preceding that in which the $100x
distribution was made to E.

Example 2. (i) Corporation X follows a pol-
icy of permitting employees to elect before
the beginning of any calendar year to defer
the receipt of either 5 percent or 10 percent
of their stated annual salary to be earned in
that year. E, an employee, elects for each of
10 years of employment to defer receipt of
$5x of his stated annual salary. The total so
deferred, or $50x%, is paid to E on January 15,
1974.

(ii) Since the salary which E elects to defer
is includible in his gross income only in the
taxable year in which actually received by
him, then to the extent E receives any such
deferred salary payment after the end of the
taxable year following the taxable year from
which such payment was deferred, such pay-
ment does not constitute earned income
since such payment is deferred compensation
under this paragraph (b). Accordingly, of the
$50x distribution to E, only $5x, representing
the salary deferral from 1973, constitutes
earned income.

Example 3. (i) E is an officer of Corporation
X, which has a plan for making future pay-
ments of additional compensation for cur-
rent services to certain employees. The plan
provides that a fixed percentage of the an-
nual net earnings in excess of $400x is to be
designated for division among the partici-
pants. This amount is not currently paid to
the participants; but X has set up on its
books a separate account for each partici-
pant, including E, and each year it credits
thereto the dollar amount of his participa-
tion for the year. Distributions are to be
made from the account when the employee
reaches the age of 60, is no longer employed
by X, including cessation of employment due
to death, or becomes totally unable to per-
form his duties, whichever occurs first. X’s
liability to make these distributions is con-
tingent upon the employee’s refraining from
engaging in any business competitive to that
of X, making himself available to X for con-
sultation and advice after retirement or ter-
mination of his services, unless disabled, and
retaining unencumbered any interest or ben-
efit under the plan. In the event of his death,
either before or after the beginning of pay-
ments, amounts in an employee’s account
are distributable to his designated bene-
ficiaries of heirs-at-law. Under the facts and
circumstances, E’s rights to distributions
from his account pursuant to the terms of
the plan are not subject to a substantial risk
of forfeiture within the meaning of section
83(c)(1). Under the terms of the compensation
plan, X is under a merely contractual obliga-
tion to make the payments when due, and
the parties did not intend that the amounts
in each account be held by X in trust for the
participants.
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(ii) Cash or property includable in gross in-
come by E which is attributable to a credit
to his account in a taxable year earlier than
the year immediately preceding the year on
onclusion does not constitute earned income
since it is deferred compensation within the
meaning of this paragraph (b). See subpara-
graph (3) of this paragraph (b) for rules for
determining that portion of distributions
from E’s acount which are attributable to
credits to his account in a taxable year im-
mediately preceding the year in which such
distributions are made.

Example 4. (i) Corporation X has an annual
incentive bonus plan for its employees.
Under this plan, X has the sole discretion to
defer all or any part of any employee’s incen-
tive bonus award. In addition, no employee
has any right to receive any incentive bonus
for any year (whether to be paid currently or
to be deferred) until such time, if any, as X
makes an award to him. No employee has
any election as to the amount or time of
payment of his award for any year. Further-
more, the last of any payments under an
award must be paid no later than 10 years
from the normal retirement date of the em-
ployee. In addition, the obligations of X
under the plan are merely contractual and
are not funded or secured. The awards are
nonassignable. However, in the case of death
the awards are payable to the employee’s
designated beneficiary. Once made, a bonus
award under the plan is not subject to any
substantial risk of forfeiture.

(ii) In each of the years 1967, 1968, 1969, and
1970, X awards E a deferred bonus of $100x. E
retires on June 30, 1971. Beginning in 1971, X
pays to E the total of $400x of deferred bonus
awards in 5 annual installments of $80x each.
With respect to the $80x payment made to E
in 1971, $20x, representing the ratable portion
of the payment ($100x/$400xx$80x) allocable to
the 1970 bonus award, is earned income be-
cause it was received in a year no later than
the year following that (1970) in which E’s
right to receive such amount was no longer
subject to a substantial risk of forfeiture.
The balance of the $80x payment made in
1971 and all payments made subsequently
constitute deferred compensation.

Example 5. (i) Under the terms of a non-
qualified bonus planfor its executive employ-
ees, Corporation M contributes each year to
a bonus reserve a given percentage of its net
earnings for the year. M makes bonus awards
each year from the reserve in cash or stock
of M, or a combination of both, to such exec-
utive employees, and in such amounts, as M
may determine. The bonus award so deter-
mined to be made to a beneficiary is paid to
him in installments: 20 percent of the award
at the time that the award is made and the
remaining installments in January of each
succeeding year (until the full amount of the
award is paid). Such amounts are payable in
succeeding years but only if earned out by
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the employee by continuing service to M, at
the rate of %i2th of the amount of the first in-
stallment for each complete month of serv-
ice beginning with the year of determina-
tion. If the beneficiary voluntarily termi-
nates his employment, is discharged for
cause, or conducts himself in a manner inim-
ical to the best interests of M, he forfeits the
rights to receive any portion of his bonus
award previously earned out but undelivered
to him and to continue earning out his bonus
award. Upon retirement a beneficiary retains
the right to earn out an unearned bonus
award but forfeits the right to continue
earning out the award if he conducts himself
in a manner inimical to M’s best interests or
engages in an activity which is in competi-
tion with an activity of M. If a beneficiary
dies while earning out a bonus award, any
unpaid and undelivered portion of his award
is paid and delivered to his estate or heirs at
such time and in such manner as if the bene-
ficiary were living.

(ii) On January 1, 1971, M makes a cash
bonus award to A of $100x. On January 15,
1971, $20x, representing representing the first
installment of the award, is paid to A. On
January 15, 1972, $20x, representing the por-
tion of the award earned out by A during the
calendar year 1971 is paid to him. On January
1, 1972, A retires from employment with M
and, having satisfied the conditions to con-
tinue earning out his bonus award, receives
$20x on January 15, 1975.

(ii1) Under the facts and circumstances, the
conditions that A not conduct himself in a
manner inimical to the best interests of M
and refrain from activity competitive to that
of M are not considered to result in a sub-
stantial risk of forfeiture of the bonus
award. The total installments of $40x paid to
A in 1971 and 1972 constitute earned income.
The installment of $20x earned out by A in
1972 and paid to him in 1973 also constitutes
earned income for the taxable year 1973 be-
cause it was includible in gross income by A
before the end of the taxable year of A fol-
lowing the first taxable year (the year of his
retirement, i.e., 1972) in which his right to
receive the installment was not subject to a
substantial risk of forfeiture. The install-
ments paid to A in 1974 and 1975, however, do
not constitute earned income because they
were paid in a year later than the year fol-
lowing the year of A’s retirement. Had the
conditions that A not conduct himself in a
manner inimical to the best interests of M
and refrain from activity competitive to that
of M constituted a substantial risk of for-
feiture, the installments paid to A in 1974
and 1975 would have constituted earned in-
come.

Example 6. On January 15, 1968, Corporation
M, under the terms of a nonqualified bonus
plan for its employees, grants to A, an em-
ployee, 5,000 dividend units, which entitle A
to receive, for the period during which the
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award remains in effect, a cash payment
equal to the dividends declared andpaid by M
on the equivalent of 5,000 shares of its cap-
ital stock. The award remains in effect for
A’s lifetime but is subject to forfeiture if A
is dismissed or leaves the service of M for
any reason other than his death or retire-
ment, or if A, following his retirement, en-
gages in any activity which is harmful to the
interests of M. Under the particular facts
and circumstances, the condition that A not
engage in any harmful activity is not consid-
ered to amount to a substantial risk of for-
feiture within the meaning of section
83(c)(1). A retires on January 1, 1971. In each
of the calendar years 1971, 1972, 1973, and 1974.
A receives cash payments of $5x under his
bonus award. The payments totaling $10x to
A in the years 1971 and 1972 constitute earned
income because A received them before the
end of the taxable year following the first
taxable year (i.e., 1971, the year in which A
retired) in which his right to receive such
payments was not subject to a substantial
risk of forfeiture. Payments totaling $10x to
A in 1973 and 1974, however, constitute de-
ferred compensation under paragraph (b) of
this section.

Example 7. Corporation M maintains an em-
ployees’ profit sharing trust which is not ex-
empt from tax under section 501(a). Under
the terms of the trust agreement, the inter-
est of the trust beneficiaries in each con-
tribution made to the trust by M is subject
to asubstantial risk of forfeiture for a period
of 2 years from the date on which the par-
ticular contribution is made, except that
upon a beneficiary’s retirement, his entire
interest in the trust vests immediately. Con-
tributions are made on December 30 of each
year. As of August 1, 1969, the total interest,
forfeitable and nonforfeitable, of A, an em-
ployee of M, in the trust is $320x. On Decem-
ber 30 in each of the years 1969, 1970, and 1971,
M makes a further contribution to the trust
allocable to A’s account equal to $60x. A re-
tires on December 31, 1971, and becomes enti-
tled to a total distribution from the trust of
$500%, of which $320x represents M’s contribu-
tions made prior to August 1, 1969, and $180x
represents contributions made subsequent to
such date. Beginning in 1972, the trust dis-
tributes to A $500x in 5 equal annual install-
ments. Because M’s contributions to A’s ac-
count for the years subsequent to August 1,
1969, totaling $180x vested as of his retire-
ment date, such contributions of $180x con-
stitute earned income of A for the year 1971
by reason of §1.402(b)-1(b). No portion of any
annual installment of $100x which is includ-
ible in A’s gross income constitutes earned
income since it is attributable to the $320x,
in all of which A’s rights became nonforfeit-
able no later than December 30, 1970.

Example 8. Corporation M maintains a
qualified noncontributory pension plan for
the benefit of its employees. Under the terms
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of the plan, no employee has a vested right
to receive any distribution under the plan
prior to his retirement from the employment
of M upon reaching the age of 65. A, an em-
ployee of M, reaches age 65 on June 15, 1972,
and retires on June 30, 1972. Under the terms
of the pension plan, A becomes entitled to
receive a monthly pension of $5x, beginning
on July 1, 1972. A receives pension payments
totalling $30x in 1972, $60x in 1973, $60x in
1974, $60x in 1975, and $60x in 1976. The pen-
sion payments received by A in 1972 and 1973
constitute earned income within paragraph
(b)(3)(ii) of this section. The pension pay-
ments received by A in 1974, 1975, and 1976
constitute deferred compensation.

Example 9. (i) A is a participant in X Cor-
poration’s noncontributory qualified pension
plan. The plan provides an annual benefit
upon attaining age 65 of 2 percent of average
compensation for each calendar year of par-
ticipation in the plan. Average compensation
is defined as the average of an employee’s
annual compensation over the last 5 calendar
years of service. The plan provides that an
employee’s rights in his accrued benefit are
nonforfeitable after 15 years of participation
in the plan. A attains age 65 on June 20, 1975
and begins to receive a pension on July 1,
1975. A’s pension is based upon 30 years of
participation in the plan. A’s annual com-
pensation for the period 1969 through 1974, is
as follows:

Year Annual Compensation

$75,000
80,000
80,000
85,000
85,000
90,000

(ii) Under the terms of the plan, A’s ac-
crued benefit as of December 31, 1974, and his
pension are $50,400 (0.02 x 30 x 1/5 ($80,000 +
$80,000 + $85,000 + $90,000)). A’s accrued ben-
efit as of December 31, 1973, is $46,980 (0.02 x
29 x 1/5 $85,000)). Since A’s rights in $46,980 of
his accrued benefit had ceased to be subject
to a substantial risk of forfeiture before 1974,
only $285 (1/12 x ($50,400 > $46,980)) of each
payment received during 1975 does not con-
stitute deferred compensation. The balance
of the amounts received during 1975 and all
amounts received in 1976 constitute deferred
compensation since they are paid after the
end of the taxable year following A’s first
taxable year in which his right to receive
any such amount was not subject to a sub-
stantial risk of forfeiture.

Example 10. On January 15, 1971, Corpora-
tion M grants to A, an employee, an option
to purchase 100 shares of stock of M at a
price of $10x per share. Such option con-
stitutes a qualified stock option constitutes
a qualified stock option as defined in section
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422(b). On August 1, 1971, A exercises his op-
tion, at which time the fair market value of
the 100 shares of M Stock is $15x per share.
On April 24, 1972, A sells the 100 shares of M
stock acquired pursuant to exercise of his
option at a price of $25x per share. Because
the sale constitutes a disqualifying disposi-
tion within the meaning of section 421(b), A
realizes ordinary income of $500x and a cap-
ital gain of $1,000x in the taxable year 1972.
The $500x of ordinary income so realized by
A constitutes earned income.

Example 11. On November 30, 1072, Corpora-
tion M grants to A, an employee, a non-
qualified stock option to which section 421
does not apply and which has no readily as-
certainable fair market value on that date.
The option may, by its terms, be exercised
by A at any time during, or following termi-
nation of, his employment. On March 30,
1974, A, while still employed by M, exercises
his option and realizes compensation income
at that time. Such compensation does not
constitute earned income because the option
is exercisable within a period that may ex-
tend beyond three months after A’s termi-
nation of employment (other than by reason
of death). See paragraph (b)(3)(iii)(B) of this
section. Had A exercised his option at any
time prior to January 1, 1974, the compensa-
tion realized by him by reason of such exer-
cise would have constituted earned income.

Example 12. On November 30, 1972, Corpora-
tion N grants to B, an employee, a non-
qualified stock option to which section 421
does not apply and which has no readily as-
certainable fair market value on that date.
The option may by its terms, be exercised
only within the period during which B is em-
ployed by N or within three months there-
after. On March 30, 1974, B exercises his op-
tion and realizes compensation at that time.
Such compensation so realized by B con-
stitutes earned income. See paragraph
(b)(3)(iii)(B) of this section.

Example 13. On May 9, 1973, and in connec-
tion with the performance of services by E,
an employee, Corporation X transfers to E
100 shares of X stock. Under the terms of the
transfer, E is subject to a binding commit-
ment to return the stock to X if E leaves X’s
employment for any reason prior to the expi-
ration of a 3-year period beginning on the
date of transfer. Since E must perform sub-
stantial services for X before he may keep
the X stock, E’s rights in the stock are sub-
ject to a substantial risk of forfeiture under
section 83(c)(1). Consequently, if such re-
striction lapses on May 9, 1976, the com-
pensation realized at such time constitutes
earned income. Had E elected to include an
amount in his gross income in 1973 pursuant
to section 83(b) and the regulations there-
under, the amount so included would also
have constituted earned income.

Example 14. On October 1, 1971, A, an au-
thor, and Corporation M, a publisher, exe-
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cuted an agreement under which A granted
to M the exclusive right to print, publish and
sell a book he had written. The agreement
provides that M will pay to A specified royal-
ties based on the actual cash received from
the sale of the published work, render semi-
annual statements of the sales, and at the
time of rendering each statement make set-
tlement for the amount due. On the same
day, another agreement was signed by A and
M, mutually agreeing that, in consideration
of, and notwithstanding, any contrary provi-
sions contained in the first contract, M shall
not pay A more than $100x in any one cal-
endar year. Under this supplemental con-
tract, sums in excess of $100x accruing in any
one calendar year are to be carried over by M
into succeeding years. For the calendar year
1971, royalties payable to A under the basic
agreement amount to $100x and this sum is
paid to A. For the calendar year 1972, royal-
ties of $120x are payable to A under the basic
agreement, but by reason of the supple-
mental agreement, only $100x of this sum is
actually paid to A. For each of the calendar
years 1973 and 1974, royalties of $100x are
payable to A under the basic agreement, and
this sum is paid to A. For the calendar year
1975, royalties of $80x are payable to A under
the basic agreement, and this sum, plus $20x
carried over from 1972, or $100x, is paid to A.
The $100x paid to A in each of the years 1971,
1972, 1973, and 1974, and $80x of the $100x paid
to A in 1975 constitute earned income. The
additional $20x carried over from 1972 and
paid to A in 1975 constitutes deferred com-
pensation under this paragraph (b) because it
was paid to A later than the end of the year
following the year (i.e., 1972) in which A’s
right to receive the amount was not subject
to a substantial risk of forfeiture.

Example 15. Corporation M is the producer
and owner of a feature length motion picture
which is distributed to exhibitors by Cor-
poration N pursuant to a distribution agree-
ment between M and N providing for current
payments to M of a given percentage of the
current net profits derived by N from the ex-
hibition and exploitation of the picture. A
was employed by M as the leading actor in
the picture for fixed compensation payable
at the rate of $10x per week during the pro-
duction period plus additional compensation
equal to a given percentage of the net profits
derived from the exhibition and exploitation
of the picture. A’s additional compensation
is payable at the time that M receives pay-
ments from N under the terms of the dis-
tribution agreement. The additional com-
pensation paid to A does not constitute de-
ferred compensation since it is attributable
to and measured by current net profits de-
rived from the use of property created in
part by A’s efforts.
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Example 16. A, a boxer entered into an
agreement with M boxing club to fight a par-
ticular opponent on June 19, 1971. The agree-
ment provided in part, that for his perform-
ance A was to receive 16 percent of the gross
receipts derived from the match. Simulta-
neously, A and M executed a separate agree-

ment providing for payment of A’s share of

the receipts from the match as follows: 25
percent thereof not later than August 15,

1971, and 25 percent thereof during each of

the years 1972, 1973, and 1974 in equal semi-
annual installments. A’s share of the gross
receipts derived from the match was $100x, of
which 25 percent was paid to him in 1971 and
a total of $25x in each of the years 1972, 1973,
and 1974. Under the particular facts and cir-
cumstances, A and M are not acting as part-
ners or joint venturers. Thus, A is taxable
upon his share of such gross receipts only in
the years in which such share is actually
paid to him under the terms of the separate

agreement. The payments of $25x in each of

the years 1971 and 1972 constitute earned in-
come. The payments of $25x in each of the
years 1973 and 1974 would not constitute
earned income because they constitute de-
ferred compensation received later than the
end of the first taxable year (i.e., 1972) fol-
lowing the year in which A’s right to receive
such amounts was not subject to a substan-
tial risk of forfeiture.

[T.D. 7446, 41 FR 55339, Dec. 20, 1976]
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§1.1361-1 S corporation defined.

(@) In general. For purposes of this
title, with respect to any taxable
year—
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(1) The term S corporation means a
small business corporation (as defined
in paragraph (b) of this section) for
which an election under section 1362(a)
is in effect for that taxable year.

(2) The term C corporation means a
corporation that is not an S corpora-
tion for that taxable year.

(b) Small business corporation defined—
(1) In general. For purposes of sub-
chapter S, chapter 1 of the Code and
the regulations thereunder, the term
small business corporation means a do-
mestic corporation that is not an ineli-
gible corporation (as defined in section
1361(b)(2)) and that does not have—

(i) More than 75 shareholders (35 for
taxable years beginning before January
1, 1997);

(ii) As a shareholder, a person (other
than an estate and other than certain
trusts described in section 1361(c)(2))
who is not an individual;

(iii) A nonresident alien as a share-
holder; or

(iv) More than one class of stock.

(2) Estate in bankruptcy. The term es-
tate, for purposes of this paragraph, in-
cludes the estate of an individual in a
case under title 11 of the United States
Code.

(3) Treatment of restricted stock. For
purposes of subchapter S, stock that is
issued in connection with the perform-
ance of services (within the meaning of
§1.83-3(f)) and that is substantially
nonvested (within the meaning of
§1.83-3(b)) is not treated as outstanding
stock of the corporation, and the hold-
er of that stock is not treated as a
shareholder solely by reason of holding
the stock, unless the holder makes an
election with respect to the stock
under section 83(b). In the event of
such an election, the stock is treated
as outstanding stock of the corpora-
tion, and the holder of the stock is
treated as a shareholder for purposes of
subchapter S. See paragraphs (I) (1) and
(3) of this section for rules for deter-
mining whether substantially non-
vested stock with respect to which an
election under section 83(b) has been
made is treated as a second class of
stock.

(4) Treatment of deferred compensation
plans. For purposes of subchapter S, an
instrument, obligation, or arrangement
is not outstanding stock if it—
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(i) Does not convey the right to vote;

(ii) Is an unfunded and unsecured
promise to pay money or property in
the future;

(iii) Is issued to an individual who is
an employee in connection with the
performance of services for the cor-
poration or to an individual who is an
independent contractor in connection
with the performance of services for
the corporation (and is not excessive
by reference to the services performed);
and

(iv) Is issued pursuant to a plan with
respect to which the employee or inde-
pendent contractor is not taxed cur-
rently on income.

A deferred compensation plan that has
a current payment feature (e.g., pay-
ment of dividend equivalent amounts
that are taxed currently as compensa-
tion) is not for that reason excluded
from this paragraph (b)(4).

(5) Treatment of straight debt. For pur-
poses of subchapter S, an instrument
or obligation that satisfies the defini-
tion of straight debt in paragraph (1)(5)
of this section is not treated as out-
standing stock.

(6) Effective date provision. Section
1.1361-1(b) generally applies to taxable
years of a corporation beginning on or
after May 28, 1992. However, a corpora-
tion and its shareholders may apply
this §1.1361-1(b) to prior taxable years.
In addition, substantially nonvested
stock issued on or before May 28, 1992,
that has been treated as outstanding
by the corporation is treated as out-
standing for purposes of subchapter S,
and the fact that it is substantially
nonvested and no section 83(b) election
has been made with respect to it will
not cause the stock to be treated as a
second class of stock.

(c) Domestic corporation. For purposes
of paragraph (b) of this section, the
term domestic corporation means a do-
mestic corporation as defined in
§301.7701-5 of this chapter, and the
term corporation includes an entity
that is classified as an association tax-
able as a corporation under §301.7701-2
of this chapter.

(d) Ineligible corporation—(1) General
rule. Except as otherwise provided in
this paragraph (d), the term ineligible
corporation means a corporation that
is—
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(i) For taxable years beginning on or
after January 1, 1997, a financial insti-
tution that uses the reserve method of
accounting for bad debts described in
section 585 (for taxable years beginning
prior to January 1, 1997, a financial in-
stitution to which section 585 applies
(or would apply but for section 585(c))
or to which section 593 applies);

(if) An insurance company subject to
tax under subchapter L;

(iii) A corporation to which an elec-
tion under section 936 applies; or

(iv) A DISC or former DISC.

(2) Exceptions. See the special rules
and exceptions provided in sections 6(c)
(2), (3) and (4) of Public Law 97-354 that
are applicable for certain casualty in-
surance companies and qualified oil
corporations.

(e) Number of shareholders—(1) General
rule. A corporation does not qualify as
a small business corporation if it has
more than 75 shareholders (35 for tax-
able years beginning prior to January
1, 1997). Ordinarily, the person who
would have to include in gross income
dividends distributed with respect to
the stock of the corporation (if the cor-
poration were a C corporation) is con-
sidered to be the shareholder of the
corporation. For example, if stock
(owned other than by a husband and
wife) is owned by tenants in common
or joint tenants, each tenant in com-
mon or joint tenant is generally con-
sidered to be a shareholder of the cor-
poration. (For special rules relating to
stock owned by husband and wife, see
paragraph (e)(2) of this section; for spe-
cial rules relating to restricted stock,
see paragraphs (b) (3) and (6) of this
section.) The person for whom stock of
a corporation is held by a nominee,
guardian, custodian, or an agent is con-
sidered to be the shareholder of the
corporation for purposes of this para-
graph (e) and paragraphs (f) and (g) of
this section. For example, a partner-
ship may be a nominee of S corporation
stock for a person who qualifies as a
shareholder of an S corporation. How-
ever, if the partnership is the bene-
ficial owner of the stock, then the part-
nership is the shareholder, and the cor-
poration does not qualify as a small
business corporation. In addition, in
the case of stock held for a minor
under a uniform gifts to minors or
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similar statute, the minor and not the
custodian is the shareholder. For pur-
poses of this paragraph (e) and para-
graphs (f) and (g) of this section, if
stock is held by a decedent’s estate,
the estate (and not the beneficiaries of
the estate) is considered to be the
shareholder; however, if stock is held
by a subpart E trust (which includes
voting trusts), the deemed owner is
considered to be the shareholder.

(2) Special rules relating to stock owned
by husband and wife. For purposes of
paragraph (e)(1) of this section, stock
owned by a husband and wife (or by ei-
ther or both of their estates) is treated
as if owned by one shareholder, regard-
less of the form in which they own the
stock. For example, if husband and
wife are owners of a subpart E trust,
they will be treated as one individual.
Both husband and wife must be U.S.
citizens or residents, and a decedent
spouse’s estate must not be a foreign
estate as defined in section 7701(a)(31).
The treatment described in this para-
graph (e)(2) will cease upon dissolution
of the marriage for any reason other
than death.

(f) Shareholder must be an individual or
estate. Except as otherwise provided in
paragraph (e)(1) (relating to nominees
and paragraph (h) (relating to certain
trusts) of this section, a corporation in
which any shareholder is a corporation,
partnership, or trust does not qualify
as a small business corporation.

(9) Nonresident alien shareholder—(1)
General rule. (i) A corporation having a
shareholder who is a nonresident alien
as defined in section 7701(b)(1)(B) does
not qualify as a small business corpora-
tion. If a U.S. shareholder’s spouse is a
nonresident alien who has a current
ownership interest (as opposed, for ex-
ample, to a survivorship interest) in
the stock of the corporation by reason
of any applicable law, such as a state
community property law or a foreign
country’s law, the corporation does not
qualify as a small business corporation
from the time the nonresident alien
spouse acquires the interest in the
stock. If a corporation’s S election is
inadvertently terminated as a result of
a nonresident alien spouse being con-
sidered a shareholder, the corporation
may request relief under section 1362(f).
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(ii) The following examples illustrate
this paragraph (g)(1)(i):

Example 1. In 1990, W, a U.S. citizen, mar-
ried H, a citizen of a foreign country. At all
times H is a nonresident alien under section
7701(b)(1)(B). Under the foreign country’s
law, all property acquired by a husband and
wife during the existence of the marriage is
community property and owned jointly by
the husband and wife. In 1996 while residing
in the foreign country, W formed X, a U.S.
corporation, and X simultaneously filed an
election to be an S corporation. X issued all
of its outstanding stock in W’s name. Under
the foreign country’s law, X’s stock became
the community property of and jointly
owned by H and W. Thus, X does not meet
the definition of a small business corpora-
tion and therefore could not file a valid S
election because H, a nonresident alien, has
a current interest in the stock.

Example 2. Assume the same facts as Exam-
ple 1, except that in 1991, W and H filed a sec-
tion 6013(g) election allowing them to file a
joint U.S. tax return and causing H to be
treated as a U.S. resident for purposes of
chapters 1, 5, and 24 of the Internal Revenue
Code. The section 6013(g) election applies to
the taxable year for which made and to all
subsequent taxable years until terminated.
Because H is treated as a U.S. resident under
section 6013(g), X does meet the definition of
a small business corporation. Thus, the elec-
tion filed by X to be an S corporation is
valid.

(2) Special rule for dual residents. [Re-
served]

(h) Special rules relating to trusts—(1)
General rule. In general, a trust is not a
permitted small business corporation
shareholder. However, except as pro-
vided in paragraph (h)(2) of this sec-
tion, the following trusts are permitted
shareholders:

(1) Qualified subpart E trust. A trust
all of which is treated (under subpart
E, part |, subchapter J, chapter 1) as
owned by an individual (whether or not
the grantor) who is a citizen or resi-
dent of the United States (a qualified
subpart E trust). This requirement ap-
plies only during the period that the
trust holds S corporation stock.

(ii) Subpart E trust ceasing to be a
qualified subpart E trust after the death
of deemed owner. A trust which was a
qualified subpart E trust immediately
before the death of the deemed owner
and which continues in existence after
the death of the deemed owner, but
only for the 60-day period beginning on
the day of the deemed owner’s death.

686



Internal Revenue Service, Treasury

However, if a trust is described in the
preceding sentence and the entire cor-
pus of the trust is includible in the
gross estate of the deemed owner, the
trust is a permitted shareholder for the
2-year period beginning on the day of
the deemed owner’s death. A trust is
considered to continue in existence if
the trust continues to hold the stock of
the S corporation during the period of
administration of the decedent’s estate
or if, after the period of administra-
tion, the trust continues to hold the
stock pursuant to the terms of the will
or the trust agreement. See §1.641(b)-3
for rules concerning the termination of
estates and trusts for Federal income
tax purposes. If the trust consists of
community property, and the dece-
dent’s community property interest in
the trust is includible in the decedent’s
gross estate under chapter 11 (section
2001 and following, relating to estate
tax), then the entire corpus of the trust
will be deemed includible in the dece-
dent’s gross estate. Further, for the
purpose of determining whether the en-
tire corpus of the trust is includible in
the gross estate of the deemed owner, if
the decedent’s spouse was treated as an
owner of a portion of the trust under
subpart E immediately before the dece-
dent’s death, the surviving spouse’s
portion is disregarded.

(iii) Electing qualified subchapter S
trusts. A qualified subchapter S trust
(QSST) that has a section 1361(d)(2)
election in effect (an electing QSST).
See paragraph (j) of this section for
rules concerning QSSTs including the

manner for making the section
1361(d)(2) election.
(iv) Testamentary trusts. A trust

(other than a qualified subpart E trust
or an electing QSST) to which S cor-
poration stock is transferred pursuant
to the terms of a will, but only for the
60-day period beginning on the day the
stock is transferred to the trust.

(v) Qualified voting trusts. A trust cre-
ated primarily to exercise the voting
power of S corporation stock trans-
ferred to it. To qualify as a voting
trust for purposes of this section (a
qualified voting trust), the beneficial
owners must be treated as the owners
of their respective portions of the trust
under subpart E and the trust must
have been created pursuant to a writ-
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ten trust agreement entered into by
the shareholders, that—

(A) Delegates to one or more trustees
the right to vote;

(B) Requires all distributions with re-
spect to the stock of the corporation
held by the trust to be paid to, or on
behalf of, the beneficial owners of that
stock;

(C) Requires title and possession of
that stock to be delivered to those ben-
eficial owners upon termination of the
trust; and

(D) Terminates, under its terms or by
state law, on or before a specific date
or event.

(vi) Electing small business trusts. An
electing small business trust (ESBT)
under section 1361(e). See paragraph
(m) of this section for rules concerning
ESBTs including the manner of making
the election to be an ESBT under sec-
tion 1361(e)(3).

(2) Foreign trust. For purposes of para-
graph (h)(1) of this section, in any case
where stock is held by a foreign trust
as defined in section 7701(a)(31), the
trust is considered to be the share-
holder and is an ineligible shareholder.
Thus, even if a foreign trust qualifies
as a subpart E trust (e.g., a qualified
voting trust), any corporation in which
the trust holds stock does not qualify
as a small business corporation.

(3) Determination of shareholders—(i)
General rule. For purposes of paragraph
(b) of this section (qualification as a
small business corporation), and, ex-
cept as provided in paragraph (h)(3)(ii)
of this section, for purposes of sections
1366 (relating to the pass-through of
items of income, loss, deduction, or
credit), 1367 (relating to adjustments to
basis of shareholder’s stock), and 1368
(relating to distributions), the share-
holder of S corporation stock held by a
trust that is a permitted shareholder
under paragraph (h)(1) of this section is
determined as follows:

(A) If stock is held by a qualified sub-
part E trust, the deemed owner of the
trust is treated as the shareholder.

(B) If stock is held by a trust defined
in paragraph (h)(1)(ii) of this section,
the estate of the deemed owner is gen-
erally treated as the shareholder as of
the day of the deemed owner’s death.
However, if stock is held by such a
trust in a community property state,
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the decedent’s estate is the shareholder
only of the portion of the trust in-
cluded in the decedent’s gross estate
(and the surviving spouse continues to
be the shareholder of the portion of the
trust owned by that spouse under the
applicable state’s community property
law).

The estate ordinarily will cease to be
treated as the shareholder upon the
earlier of the transfer of the stock by
the trust or the expiration of the 60-
day period (or, if applicable, the 2-year
period) beginning on the day of the
deemed owner’s death. If the trust
qualifies and becomes an electing
QSST, the beneficiary and not the es-
tate is treated as the shareholder as of
the effective date of the QSST election,
and the rules provided in paragraph
(J)(7) of this section apply.

(C) If stock is held by an electing
QSST, see paragraph (J)(7) of this sec-
tion for the rules on who is treated as
the shareholder.

(D) If stock is transferred to a testa-
mentary trust (other than a qualified
subpart E trust or an electing QSST),
the estate of the testator is treated as
the shareholder until the earlier of the
transfer of that stock by the trust or
the expiration of the 60-day period be-
ginning on the day that the stock is
transferred to the trust.

(E) If stock is held by a qualified vot-
ing trust, each beneficial owner of the
stock, as determined under subpart E,
is treated as a shareholder with respect
to the owner’s proportionate share of
the stock held by the trust.

(F) If S corporation stock is held by
an ESBT, each potential current bene-
ficiary is treated as a shareholder.
However, if for any period there is no
potential current beneficiary of the
ESBT, the ESBT is treated as the
shareholder during such period. See
paragraph (m)(4) of this section for the
definition of potential current bene-
ficiary.

(i) Exceptions. See §1.641(c)-1 for the
rules for the taxation of an ESBT.
Solely for purposes of section 1366, 1367,
and 1368 the shareholder of S corpora-
tion stock held by a trust is deter-
mined as follows—

(A) If stock is held by a trust (as de-
fined in paragraph (h)(1)(ii) of this sec-
tion) that does not qualify as a QSST,
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the trust is treated as the shareholder.
If the trust continues to own the stock
after the expiration of the 60-day pe-
riod (or, if applicable, the 2-year pe-
riod), the corporation’s S election will
terminate unless the trust is otherwise
a permitted shareholder. If the trust is
a QSST described in section 1361(d) and
the income beneficiary of the trust
makes a timely QSST election, the
beneficiary and not the trust is treated
as the shareholder from the effective
date of the QSST election; and

(B) If stock is transferred to a testa-
mentary trust described in paragraph
(h)(1)(iii) of this section (other than a
qualified subpart E trust or a trust
that has a QSST election in effect), the
trust is treated as the shareholder. If
the trust continues to own the stock
after the expiration of the 60-day pe-
riod, the corporation’s S election will
terminate unless the trust otherwise
qualifies as a permitted shareholder.

(i) [Reserved]

(J) Qualified subchapter S trust—(1)
Definition. A qualified subchapter S
trust (QSST) is a trust (whether
intervivos or testamentary), other
than a foreign trust described in sec-
tion 7701(a)(31), that satisfies the fol-
lowing requirements:

(i) AIll of the income (within the
meaning of §1.643(b)-1) of the trust is
distributed (or is required to be distrib-
uted) currently to one individual who
is a citizen or resident of the United
States. For purposes of the preceding
sentence, unless otherwise provided
under local law (including pertinent
provisions of the governing instrument
that are effective under local law), in-
come of the trust includes distribu-
tions to the trust from the S corpora-
tion for the taxable year in question,
but does not include the trust’s pro
rata share of the S corporation’s items
of income, loss, deduction, or credit de-
termined under section 1366. See
§§1.651(a)-2(a) and 1.663(b)-1(a) for rules
relating to the determination of wheth-
er all of the income of a trust is dis-
tributed (or is required to be distrib-
uted) currently. If under the terms of
the trust income is not required to be
distributed currently, the trustee may
elect under section 663(b) to consider a
distribution made in the first 65 days of
a taxable year as made on the last day

688



Internal Revenue Service, Treasury

of the preceding taxable year. See sec-
tion 663(b) and §1.663(b)-2 for rules on
the time and manner for making the
election. The income distribution re-
quirement must be satisfied for the
taxable year of the trust or for that
part of the trust’s taxable year during
which it holds S corporation stock.

(ii) The terms of the trust must re-
quire that—

(A) During the life of the current in-
come beneficiary, there will be only
one income beneficiary of the trust;

(B) Any corpus distributed during the
life of the current income beneficiary
may be distributed only to that income
beneficiary;

(C) The current income beneficiary’s
income interest in the trust will termi-
nate on the earlier of that income
beneficiary’s death or the termination
of the trust; and

(D) Upon termination of the trust
during the life of the current income
beneficiary, the trust will distribute all
of its assets to that income bene-
ficiary.

(iii) The terms of the trust must sat-
isfy the requirements of paragraph
J)(@)(ii) of this section from the date
the QSST election is made or from the
effective date of the QSST election,
whichever is earlier, throughout the
entire period that the current income
beneficiary and any successor income
beneficiary is the income beneficiary of
the trust. If the terms of the trust do
not preclude the possibility that any of
the requirements stated in paragraph
J)(Q)(ii) of this section will not be met,
the trust will not qualify as a QSST.
For example, if the terms of the trust
are silent with respect to corpus dis-
tributions, and distributions of corpus
to a person other than the current in-
come beneficiary are permitted under
local law during the life of the current
income beneficiary, then the terms of
the trust do not preclude the possi-
bility that corpus may be distributed
to a person other than the current in-
come beneficiary and, therefore, the
trust is not a QSST.

(2) Special rules—(i) If a husband and
wife are income beneficiaries of the
same trust, the husband and wife file a
joint return, and each is a U.S. citizen
or resident, the husband and wife are
treated as one beneficiary for purposes
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of paragraph (j) of this section. If a
husband and wife are treated by the
preceding sentence as one beneficiary,
any action required by this section to
be taken by an income beneficiary re-
quires joinder of both of them. For ex-
ample, each spouse must sign the QSST
election, continue to be a U.S. citizen
or resident, and continue to file joint
returns for the entire period that the
QSST election is in effect.

(ii)(A) Terms of the trust and applicable
local law. The determination of wheth-
er the terms of a trust meet all of the
requirements under paragraph ()(1)(ii)
of this section depends upon the terms
of the trust instrument and the appli-
cable local law. For example, a trust
whose governing instrument provides
that A is the sole income beneficiary of
the trust is, nevertheless, considered to
have two income beneficiaries if, under
the applicable local law, A and B are
considered to be the income bene-
ficiaries of the trust.

(B) Legal obligation to support. If
under local law a distribution to the
income beneficiary is in satisfaction of
the grantor’s legal obligation of sup-
port to that income beneficiary, the
trust will not qualify as a QSST as of
the date of distribution because, under
section 677(b), if income is distributed,
the grantor will be treated as the
owner of the ordinary income portion
of the trust or, if trust corpus is dis-
tributed, the grantor will be treated as
a beneficiary under section 662. See
§1.677(b)-1 for rules on the treatment of
trusts for support and §1.662(a)-4 for
rules concerning amounts used in dis-
charge of a legal obligation.

(C) Example. The following example
illustrates the rules of paragraph
(3)(2)(ii)(B) of this section:

Example: F creates a trust for the benefit of
F’s minor child, G. Under the terms of the
trust, all income is payable to G until the
trust terminates on the earlier of G’s attain-
ing age 35 or G’s death. Upon the termi-
nation of the trust, all corpus must be dis-
tributed to G or G’s estate. The trust in-
cludes all of the provisions prescribed by sec-
tion 1361(d)(3)(A) and paragraph (j)(1)(ii) of
this section, but does not preclude the trust-
ee from making income distributions to G
that will be in satisfaction of F’s legal obli-
gation to support G. Under the applicable
local law, distributions of trust income to G
will satisfy F’s legal obligation to support G.
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If the trustee distributes income to G in sat-
isfaction of F’s legal obligation to support G,
the trust will not qualify as a QSST because
F will be treated as the owner of the ordi-
nary income portion of the trust. Further,
the trust will not be a qualified subpart E
trust because the trust will be subject to tax
on the income allocable to corpus.

(iii) If, under the terms of the trust,
a person (including the income bene-
ficiary) has a special power to appoint,
during the life of the income bene-
ficiary, trust income or corpus to any
person other than the current income
beneficiary, the trust will not qualify
as a QSST. However, if the power of ap-
pointment results in the grantor being
treated as the owner of the entire trust
under the rules of subpart E, the trust
may be a permitted shareholder under
section 1361 (c)(2)(A)(i) and paragraph
(h)(1)(i) of this section.

(iv) If the terms of a trust or local
law do not preclude the current income
beneficiary from transferring the bene-
ficiary’s interest in the trust or do not
preclude a person other than the cur-
rent income beneficiary named in the
trust instrument from being treated as
a beneficiary of the trust under
§1.643(c)-1, the trust will still qualify
as a QSST. However, if the income ben-
eficiary transfers or assigns the income
interest or a portion of the income in-
terest to another, the trust may no
longer qualify as a QSST, depending on
the facts and circumstances, because
any transferee of the current income
beneficiary’s income interest and any
person treated as a beneficiary under
§1.643(c)-1 will be treated as a current
income beneficiary for purposes of
paragraph (J)(1)(ii) of this section and
the trust may no longer meet the
QSST requirements.

(v) If the terms of the trust do not
preclude a person other than the cur-
rent income beneficiary named in the
trust instrument from being awarded
an interest in the trust by the order of
a court, the trust will qualify as a
QSST assuming the trust meets the re-
quirements of paragraphs (j)(1) (i) and
(i) of this section. However, if as a re-
sult of such court order, the trust no
longer meets the QSST requirements,
the trust no longer qualifies as a QSST
and the corporation’s S election will
terminate.
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(vi) A trust may qualify as a QSST
even though a person other than the
current income beneficiary is treated
under subpart E as the owner of a part
or all of that portion of a trust which
does not consist of the S corporation
stock, provided the entire trust meets
the QSST requirements stated in para-
graphs (j)(1) (i) and (ii) of this section.

(3) Separate and independent shares of
a trust. For purposes of sections 1361 (c)
and (d), a substantially separate and
independent share of a trust, within
the meaning of section 663(c) and the
regulations thereunder, is treated as a
separate trust. For a separate share
which holds S corporation stock to
qualify as a QSST, the terms of the
trust applicable to that separate share
must meet the QSST requirements
stated in paragraphs (j)(1) (i) and (ii) of
this section.

(4) Qualified terminable interest prop-
erty trust. If property, including S cor-
poration stock, or stock of a corpora-
tion that intends to make an S elec-
tion, is transferred to a trust and an
election is made to treat all or a por-
tion of the transferred property as
qualified terminable interest property
(QTIP) under section 2056(b)(7), the in-
come beneficiary may make the QSST
election if the trust meets the require-
ments set out in paragraphs ()(1) (i)
and (ii) of this section. However, if
property is transferred to a QTIP trust
under section 2523(f), the income bene-
ficiary may not make a QSST election
even if the trust meets the require-
ments set forth in paragraph (j)(1)(ii) of
this section because the grantor would
be treated as the owner of the income
portion of the trust under section 677.
In addition, if property is transferred
to a QTIP trust under section 2523(f),
the trust does not qualify as a per-
mitted shareholder under section
1361(c)(2)(A)(i) and paragraph (h)(1)(i) of
this section (a qualified subpart E
trust), unless under the terms of the
QTIP trust, the grantor is treated as
the owner of the entire trust under sec-
tions 671 to 677. If the grantor ceases to
be the income beneficiary’s spouse, the
trust may qualify as a QSST if it oth-
erwise satisfies the requirements under
paragraphs (j)(1) (i) and (ii) of this sec-
tion.
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(5) Ceasing to meet the QSST require-
ments. If a QSST for which an election
under section 1361(d)(2) has been made
(as described in paragraph (j)(6) of this
section) ceases to meet any of the re-
quirements specified in paragraph
(J)(Q)(ii) of this section, the provisions
of this paragraph (j) will cease to apply
as of the first day on which that re-
quirement ceases to be met. If such a
trust ceases to meet the income dis-
tribution requirement specified in
paragraph (j)(1)(i) of this section, but
continues to meet all of the require-
ments in paragraph (j)(1)(ii) of this sec-
tion, the provisions of this paragraph
(J) will cease to apply as of the first
day of the first taxable year beginning
after the first taxable year for which
the trust ceased to meet the income
distribution requirement of paragraph
()()(i) of this section. If a corpora-
tion’s S election is inadvertently ter-
minated as a result of a trust ceasing
to meet the QSST requirements, the
corporation may request relief under
section 1362(f).

(6) Qualified subchapter S trust
election—(i) In general. This paragraph
(J)(6) applies to the election provided in
section 1361(d)(2) (the QSST election)
to treat a QSST (as defined in para-
graph (j)(1) of this section) as a trust
described in section 1361(c)(2)(A)(i), and
thus a permitted shareholder. This
election must be made separately with
respect to each corporation whose
stock is held by the trust. The QSST
election does not itself constitute an
election as to the status of the corpora-
tion; the corporation must make the
election provided by section 1362(a) to
be an S corporation. Until the effective
date of a corporation’s S election, the
beneficiary is not treated as the owner
of the stock of the corporation for pur-
poses of section 678. Any action re-
quired by this paragraph (j) to be taken
by a person who is under a legal dis-
ability by reason of age may be taken
by that person’s guardian or other
legal representative, or if there be
none, by that person’s natural or adop-
tive parent.

(ii) Filing the QSST election. The cur-
rent income beneficiary of the trust
must make the election by signing and
filing with the service center with
which the corporation files its income
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tax return the applicable form or a
statement that—

(A) Contains the name, address, and
taxpayer identification number of the
current income beneficiary, the trust,
and the corporation;

(B) Identifies the election as an elec-
tion made under section 1361(d)(2);

(C) Specifies the date on which the
election is to become effective (not ear-
lier than 15 days and two months be-
fore the date on which the election is
filed);

(D) Specifies the date (or dates) on
which the stock of the corporation was
transferred to the trust; and

(E) Provides all information and rep-
resentations necessary to show that:

(1) Under the terms of the trust and
applicable local law—

(i) During the life of the current in-
come beneficiary, there will be only
one income beneficiary of the trust (if
husband and wife are beneficiaries,
that they will file joint returns and
that both are U.S. residents or citi-
zens);

(ii) Any corpus distributed during the
life of the current income beneficiary
may be distributed only to that bene-
ficiary;

(iii) The current beneficiary’s income
interest in the trust will terminate on
the earlier of the beneficiary’s death or
upon termination of the trust; and

(iv) Upon the termination of the trust
during the life of such income bene-
ficiary, the trust will distribute all its
assets to such beneficiary.

(2) The trust is required to distribute
all of its income currently, or that the
trustee will distribute all of its income
currently if not so required by the
terms of the trust.

(3) No distribution of income or cor-
pus by the trust will be in satisfaction
of the grantor’s legal obligation to sup-
port or maintain the income bene-
ficiary.

(iii) When to file the QSST election. (A)
If S corporation stock is transferred to
a trust, the QSST election must be
made within the 16-day-and-2-month
period beginning on the day that the
stock is transferred to the trust. If a C
corporation has made an election under
section 1362(a) to be an S corporation
(S election) and, before that corpora-
tion’s S election is in effect, stock of
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that corporation is transferred to a
trust, the QSST election must be made
within the 16-day-and-2-month period
beginning on the day that the stock is
transferred to the trust.

(B) If a trust holds C corporation
stock and that C corporation makes an
S election effective for the first day of
the taxable year in which the S elec-
tion is made, the QSST election must
be made within the 16-day-and-2-month
period beginning on the day that the S
election is effective. If a trust holds C
corporation stock and that C corpora-
tion makes an S election effective for
the first day of the taxable year fol-
lowing the taxable year in which the S
election is made, the QSST election
must be made within the 16-day-and-2-
month period beginning on the day
that the S election is made. If a trust
holds C corporation stock and that cor-
poration makes an S election intending
the S election to be effective for the
first day of the taxable year in which
the S election is made but, under
§1.1362-6(a)(2), such S election is subse-
quently treated as effective for the
first day of the taxable year following
the taxable year in which the S elec-
tion is made, the fact that the QSST
election states that the effective date
of the QSST election is the first day of
the taxable year in which the S elec-
tion is made will not cause the QSST
election to be ineffective for the first
year in which the corporation’s S elec-
tion is effective.

(C) If a trust ceases to be a qualified
subpart E trust but also satisfies the
requirements of a QSST, the QSST
election must be filed within the 16-
day-and-2-month period beginning on
the date on which the trust ceases to
be a qualified subpart E trust. If the es-
tate of the deemed owner of the trust is
treated as the shareholder under para-
graph (h)(3)(ii) of this section, the
QSST election may be filed at any time
but no later than the end of the 16-day-
and-2-month period beginning on the
date on which the estate of the deemed
owner ceases to be treated as a share-
holder.

(D) If a corporation’s S election ter-
minates because of a late QSST elec-
tion, the corporation may request inad-
vertent termination relief under sec-
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tion 1362(f). See §1.1362—-4 for rules con-
cerning inadvertent terminations.

(iv) Protective QSST election when a
person is an owner under subpart E. If
the grantor of a trust is treated as the
owner under subpart E of all of the
trust, or of a portion of the trust which
consists of S corporation stock, and
the current income beneficiary is not
the grantor, the current income bene-
ficiary may not make the QSST elec-
tion, even if the trust meets the QSST
requirements stated in paragraph
J)(Q)(ii) of this section. See paragraph
J)(6)(iii)(C) of this section as to when
the QSST election may be made. See
also paragraph (j)(2)(vi) of this section.
However, if the current income bene-
ficiary (or beneficiaries who are hus-
band and wife, if both spouses are U.S.
citizens or residents and file a joint re-
turn) of a trust is treated under sub-
part E as owning all or a portion of the
trust consisting of S corporation stock,
the current income beneficiary (or
beneficiaries who are husband and wife,
if both spouses are U.S. citizens or resi-
dents and file a joint return) may make
the QSST election. See Example 8 of
paragraph (k)(1) of this section.

(7) Treatment as shareholder. (i) The
income beneficiary who makes the
QSST election and is treated (for pur-
poses of section 678(a)) as the owner of
that portion of the trust that consists
of S corporation stock is treated as the
shareholder for purposes of sections
1361(b)(1), 1366, 1367, and 1368.

(ii) If, upon the death of an income
beneficiary, the trust continues in ex-
istence, continues to hold S corpora-
tion stock but no longer satisfies the
QSST requirements, and is not a quali-
fied subpart E trust, then, solely for
purposes of section 1361(b)(1), as of the
date of the income beneficiary’s death,
the estate of that income beneficiary is
treated as the shareholder of the S cor-
poration with respect to which the in-
come beneficiary made the QSST elec-
tion. The estate ordinarily will cease
to be treated as the shareholder for
purposes of section 1361(b)(1) upon the
earlier of the transfer of that stock by
the trust or the expiration of the 60-
day period beginning on the day of the
income beneficiary’s death. However, if
the entire corpus of the trust is includ-
ible in the gross estate of that income
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beneficiary, the estate will cease to be
treated as the shareholder for purposes
of section 1361(b)(1) upon the earlier of
the transfer of that stock by the trust
or the expiration of the 2-year period
beginning on the day of the income
beneficiary’s death. For the purpose of
determining whether the entire trust
corpus is includible in the gross estate
of the income beneficiary, any commu-
nity property interest in the trust held
by the income beneficiary’s spouse
which arises by reason of applicable
U.S. state law is disregarded. During
the period that the estate is treated as
the shareholder for purposes of section
1361(b)(1), the trust is treated as the
shareholder for purposes of sections
1366, 1367, and 1368. If, after the 60-day
period, or the 2-year period, if applica-
ble, the trust continues to hold S cor-
poration stock, the corporation’s S
election terminates. If the termination
is inadvertent, the corporation may re-
quest relief under section 1362(f).

(8) Coordination with grantor trust
rules. If a valid QSST election is made,
the income beneficiary is treated as
the owner, for purposes of section
678(a), of that portion of the trust that
consists of the stock of the S corpora-
tion for which the QSST election was
made. However, solely for purposes of
applying the preceding sentence to a
QSST, an income beneficiary who is a
deemed section 678 owner only by rea-
son of section 1361(d)(1) will not be
treated as the owner of the S corpora-
tion stock in determining and attrib-
uting the Federal income tax con-
sequences of a disposition of the stock
by the QSST. For example, if the dis-
position is a sale, the QSST election
terminates as to the stock sold and any
gain or loss recognized on the sale will
be that of the trust, not the income
beneficiary. Similarly, if a QSST dis-
tributes its S corporation stock to the
income beneficiary, the QSST election
terminates as to the distributed stock
and the consequences of the distribu-
tion are determined by reference to the
status of the trust apart from the in-
come beneficiary’s terminating owner-
ship status under sections 678 and
1361(d)(1). The portions of the trust
other than the portion consisting of S
corporation stock are subject to sub-
parts A through D of subchapter J of
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chapter 1, except as otherwise required
by subpart E of the Internal Revenue
Code.

(9) Successive income beneficiary. (i) If
the income beneficiary of a QSST who
made a QSST election dies, each suc-
cessive income beneficiary of that
trust is treated as consenting to the
election unless a successive income
beneficiary affirmatively refuses to
consent to the election. For this pur-
pose, the term successive income bene-
ficiary includes a beneficiary of a trust
whose interest is a separate share with-
in the meaning of section 663(c), but
does not include any beneficiary of a
trust that is created upon the death of
the income beneficiary of the QSST
and which is a new trust under local
law.

(if) The application of this paragraph
(3)(9) is illustrated by the following ex-
amples:

Example 1. Shares of stock in Corporation
X, an S corporation, are held by Trust A, a
QSST for which a QSST election was made.
B is the sole income beneficiary of Trust A.
On B’s death, under the terms of Trust A, J
and K become the current income bene-
ficiaries of Trust A. J and K each hold a sep-
arate and independent share of Trust A with-
in the meaning of section 663(c). J and K are
successive income beneficiaries of Trust A,
and they are treated as consenting to B’s
QSST election.

Example 2. Assume the same facts as in Ex-
ample 1, except that on B’s death, under the
terms of Trust A and local law, Trust A ter-
minates and the principal is to be divided
equally and held in newly created Trust B
and Trust C. The sole income beneficiaries of
Trust B and Trust C are J and K, respec-
tively. Because Trust A terminated, J and K
are not successive income beneficiaries of
Trust A. J and K must make QSST elections
for their respective trusts to qualify as
QSSTs, if they qualify. The result is the
same whether or not the trustee of Trusts B
and C is the same as the trustee of trust A.

(10) Affirmative refusal to consent—(i)
Required statement. A successive income
beneficiary of a QSST must make an
affirmative refusal to consent by sign-
ing and filing with the service center
where the corporation files its income
tax return a statement that—

(A) Contains the name, address, and
taxpayer identification number of the
successive income beneficiary, the
trust, and the corporation for which
the election was made;
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(B) ldentifies the refusal as an af-
firmative refusal to consent under sec-
tion 1361(d)(2); and

(C) Sets forth the date on which the
successive income beneficiary became
the income beneficiary.

(i) Filing date and effectiveness. The
affirmative refusal to consent must be
filed within 15 days and 2 months after
the date on which the successive in-
come beneficiary becomes the income
beneficiary. The affirmative refusal to
consent will be effective as of the date
on which the successive income bene-
ficiary becomes the current income
beneficiary.

(11) Revocation of QSST election. A
QSST election may be revoked only
with the consent of the Commissioner.
The Commissioner will not grant a rev-
ocation when one of its purposes is the
avoidance of Federal income taxes or
when the taxable year is closed. The
application for consent to revoke the
election must be submitted to the In-
ternal Revenue Service in the form of a
letter ruling request under the appro-
priate revenue procedure. The applica-
tion must be signed by the current in-
come beneficiary and must—

(i) Contain the name, address, and
taxpayer identification number of the
current income beneficiary, the trust,
and the corporation with respect to
which the QSST election was made;

(ii) ldentify the election being re-
voked as an election made under sec-
tion 1361(d)(2); and

(iii) Explain why the current income
beneficiary seeks to revoke the QSST
election and indicate that the bene-
ficiary understands the consequences
of the revocation.

(12) Converting a QSST to an ESBT.
For a trust that seeks to convert from
a QSST to an ESBT, the consent of the
Commissioner is hereby granted to re-
voke the QSST election as of the effec-
tive date of the ESBT election, if all
the following requirements are met:

(i) The trust meets all of the require-
ments to be an ESBT under paragraph
(m)(1) of this section except for the re-
quirement under paragraph
(m)(1)(iv)(A) of this section that the
trust not have a QSST election in ef-
fect.

(ii) The trustee and the current in-
come beneficiary of the trust sign the
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ESBT election. The ESBT election
must be filed with the service center
where the S corporation files its in-
come tax return. This ESBT election
must state at the top of the document
“ATTENTION ENTITY CONTROL—
CONVERSION OF A QSST TO AN
ESBT PURSUANT TO SECTION 1.1361-
1(J)”’ and include all information other-
wise required for an ESBT election
under paragraph (m)(2) of this section.
A separate election must be made with
respect to the stock of each S corpora-
tion held by the trust.

(iii) The trust has not converted from
an ESBT to a QSST within the 36-
month period preceding the effective
date of the new ESBT election.

(iv) The date on which the ESBT
election is to be effective cannot be
more than 15 days and two months
prior to the date on which the election
is filed and cannot be more than 12
months after the date on which the
election is filed. If an election specifies
an effective date more than 15 days and
two months prior to the date on which
the election is filed, it will be effective
on the day that is 15 days and two
months prior to the date on which it is
filed. If an election specifies an effec-
tive date more than 12 months after
the date on which the election is filed,
it will be effective on the day that is 12
months after the date it is filed.

(k)(1) Examples. The provisions of
paragraphs (h) and (j) of this section
are illustrated by the following exam-
ples in which it is assumed that all
noncorporate persons are citizens or
residents of the United States:

Example 1. (i) Terms of the trust. In 1996, A
and A’s spouse, B, created an intervivos trust
and each funded the trust with separately
owned stock of an S corporation. Under the
terms of the trust, A and B designated them-
selves as the income beneficiaries and each,
individually, retained the power to amend or
revoke the trust with respect to the trust as-
sets attributable to their respective trust
contributions. Upon A’s death, the trust is to
be divided into two separate parts; one part
attributable to the assets A contributed to
the trust and one part attributable to B’s
contributions. Before the trust is divided,
and during the administration of A’s estate,
all trust income is payable to B. The part of
the trust attributable to B’s contributions is
to continue in trust under the terms of
which B is designated as the sole income
beneficiary and retains the power to amend
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or revoke the trust. The part attributable to
A’s contributions is to be divided into two
separate trusts both of which have B as the
sole income beneficiary for life. One trust,
the Credit Shelter Trust, is to be funded with
an amount that can pass free of estate tax by
reason of A’s available estate tax unified
credit. The terms of the Credit Shelter Trust
meet the requirements of section 1361(d)(3) as
a QSST. The balance of the property passes
to a Marital Trust, the terms of which sat-
isfy the requirements of section 1361(d)(3) as
a QSST and section 2056(b)(7) as QTIP. The
appropriate fiduciary under §20.2056(b)-
7(b)(3) is directed to make an election under
section 2056(b)(7).

(ii) Results after deemed owner’s death. On
February 3, 1997, A dies and the portion of
the trust assets attributable to A’s contribu-
tions including the S stock contributed by A,
is includible in A’s gross estate under sec-
tions 2036 and 2038. During the administra-
tion of A’s estate, the trust holds the S cor-
poration stock. Under section
1361(c)(2)(B)(ii), A’s estate is treated as the
shareholder of the S corporation stock that
was included in A’s gross estate for purposes
of section 1361(b)(1); however, for purposes of
sections 1366, 1367, and 1368, the trust is
treated as the shareholder. B’s part of the
trust continues to be a qualified subpart E
trust of which B is the owner under sections
676 and 677. B, therefore, continues to be
treated as the shareholder of the S corpora-
tion stock in that portion of the trust. On
May 13, 1997, during the continuing adminis-
tration of A’s estate, the trust is divided into
separate trusts in accordance with the terms
of the trust instrument. The S corporation
stock that was included in A’s gross estate is
distributed to the Marital Trust and to the
Credit Shelter Trust. A’s estate will cease to
be treated as the shareholder of the S cor-
poration under section 1361(c)(2)(B)(ii) on
May 13, 1997 (the date on which the S cor-
poration stock was transferred to the trusts).
B, as the income beneficiary of the Marital
Trust and the Credit Shelter Trust, must
make the QSST election for each trust by
July 28, 1997 (the end of the 16-day-and-2-
month period beginning on the date the es-
tate ceases to be treated as a shareholder) to
have the trusts become permitted share-
holders of the S corporation.

Example 2. (i) Qualified subpart E trust as
shareholder. In 1997, A, an individual estab-
lished a trust and transferred to the trust
A’s shares of stock of Corporation M, an S
corporation. A has the power to revoke the
entire trust. The terms of the trust require
that all income be paid to B and otherwise
meet the requirements of a QSST under sec-
tion 1361(d)(3). The trust will continue in ex-
istence after A’s death. The trust is a quali-
fied subpart E trust described in section
1361(c)(2)(A)(i) during A’s life, and A (not the
trust) is treated as the shareholder for pur-
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poses of sections 1361(b)(1), 1366, 1367, and
1368.

(ii) Trust ceasing to be a qualified subpart E
trust on deemed owner’s death. Assume the
same facts as paragraph (i) of this Example 2,
except that A dies without having exercised
A’s power to revoke. Upon A’s death, the
trust ceases to be a qualified subpart E trust
described in section 1361(c)(2)(A)(i). A’s es-
tate (and not the trust) is treated as the
shareholder for purposes of section 1361(b)(1).
Because the entire corpus of the trust is in-
cludible in A’s gross estate under section
2038, A’s estate will cease to be treated as
the shareholder for purposes of section
1361(b)(1) upon the earlier of the transfer of
the Corporation M stock by the trust (other
than to A’s estate), the expiration of the 2-
year period beginning on the day of A’s
death, or the effective date of a QSST elec-
tion if the trust qualifies as a QSST. How-
ever, until that time, because the trust con-
tinues in existence after A’s death and will
receive any distributions with respect to the
stock it holds, the trust is treated as the
shareholder for purposes of sections 1366,
1367, and 1368. After the 2-year period, if no
QSST election is made, the corporation
ceases to be an S corporation, but the trust
continues as the shareholder of a C corpora-
tion.

(iii) Trust continuing to be a qualified sub-
part E trust on deemed owner’s death. Assume
the same facts as paragraph (ii) of this Exam-
ple 2, except that the terms of the trust also
provide that if A does not exercise the power
to revoke before A’s death, B will have the
sole power to withdraw all trust property at
any time after A’s death. The trust con-
tinues to qualify as a qualified subpart E
trust after A’s death because, upon A’s
death, B is deemed to be the owner of the en-
tire trust under section 678. Because the
trust does not cease to be a qualified subpart
E trust upon A’s death, B (and not A’s es-
tate) is treated as the shareholder for pur-
poses of sections 1361(b)(1), 1366, 1367, and
1368. Since the trust qualifies as a QSST, B
may make a protective QSST election under
paragraph (j)(6)(iv) of this section.

Example 3. 60-day rule wunder section
1361(c)(2)(A) (ii) and (iii). F owns stock of Cor-
poration P, an S corporation. In addition, F
is the deemed owner of a qualified subpart E
trust that holds stock in Corporation O, an S
corporation. F dies on July 1, 1996. The trust
continues in existence after F’s death but is
no longer a qualified subpart E trust. The en-
tire corpus of the trust is not includible in
F’s gross estate. On August 1, 1996, F’s shares
of stock in Corporation P are transferred to
the trust pursuant to the terms of F’s will.
Because the stock of Corporation P was not
held by the trust when F died, section
1361(c)(2)(A)(ii) does not apply with respect
to that stock. Under section 1361(c)(2)(A)(iii),
the last day on which F’s estate could be
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treated as a permitted shareholder of Cor-
poration P is September 29, 1996 (that is, the
last day of the 60-day period that begins on
the date of the transfer from the estate to
the trust). With respect to the shares of
stock in Corporation O held by the trust at
the time of F’s death, section 1361(c)(2)(A)(ii)
applies and the last day on which F’s estate
could be treated as a permitted shareholder
of Corporation O is August 29, 1996 (that is,
the last day of the 60-day period that begins
on the date of F’s death).

Example 4. (i) QSST when terms do not re-
quire current distribution of income. Corpora-
tion Q, a calendar year corporation, makes
an election to be an S corporation effective
for calendar year 1996. On July 1, 1996, G, a
shareholder of Corporation Q, transfers G’s
shares of Corporation Q stock to a trust with
H as its current income beneficiary. The
terms of the trust otherwise satisfy the
QSST requirements, but authorize the trust-
ee in its discretion to accumulate or dis-
tribute the trust income. However, the trust,
which uses the calendar year as its taxable
year, initially satisfies the income distribu-
tion requirement because the trustee is cur-
rently distributing all of the income. On Au-
gust 1, 1996, H makes a QSST election with
respect to Corporation Q that is effective as
of July 1, 1996. Accordingly, as of July 1, 1996,
the trust is a QSST and H is treated as the
shareholder for purposes of sections
1361(b)(1), 1366, 1367, and 1368.

(ii) QSST when trust income is not distributed
currently. Assume the same facts as in para-
graph (i) of this Example 4, except that, for
the taxable year ending on December 31, 1997,
the trustee accumulates some trust income.
The trust ceases to be a QSST on January 1,
1998, because the trust failed to distribute all
of its income for the taxable year ending De-
cember 31, 1997. Thus, Corporation Q ceases
to be an S corporation as of January 1, 1998,
because the trust is not a permitted share-
holder.

(iii) QSST when a person other than the cur-
rent income beneficiary may receive trust cor-
pus. Assume the same facts as in paragraph
(i) of this Example 4, except that H dies on
November 1, 1996. Under the terms of the
trust, after H’s death, L is the income bene-
ficiary of the trust and the trustee is author-
ized to distribute trust corpus to L as well as
to J. The trust ceases to be a QSST as of No-
vember 1, 1996, because corpus distributions
may be made to someone other than L, the
current (successive) income beneficiary.
Under section 1361(c)(2)(A)(ii), H’s estate
(and not the trust) is considered to be the
shareholder for purposes of section 1361(b)(1)
for the 60-day period beginning on November
1, 1996. However, because the trust continues
in existence after H’s death and will receive
any distributions from the corporation, the
trust (and not H’s estate) is treated as the
shareholder for purposes of sections 1366,
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1367, and 1368, during that 60-day period.
After the 60-day period, the S election termi-
nates and the trust continues as a share-
holder of a C corporation. If the termination
is inadvertent, Corporation Q may request
relief under section 1362(f). However, the S
election would not terminate if the trustee
distributed all Corporation Q shares to L, J,
or both before December 30, 1996, (the last
day of the 60-day period) assuming that nei-
ther L nor J becomes the 36th shareholder of
Corporation Q as a result of the distribution.

Example 5. QSST when current income bene-
ficiary assigns the income interest to a person
not named in the trust. On January 1, 1996,
stock of Corporation R, a calendar year S
corporation, is transferred to a trust that
satisfies all of the requirements to be a
QSST. Neither the terms of the trust nor
local law preclude the current income bene-
ficiary, K, from assigning K’s income inter-
est in the trust. K files a timely QSST elec-
tion that is effective January 1, 1996. On July
1, 1996, K assigns the income interest in the
trust to N. Under applicable state law, the
trustee is bound as a result of the assign-
ment to distribute the trust income to N.
Thus, the QSST will cease to qualify as a
QSST under section 1361(d)(3)(A)(iii) because
N’s interest will terminate on K’s death
(rather than on N’s death). Accordingly, as
of the date of the assignment, the trust
ceases to be a QSST and Corporation R
ceases to be an S corporation.

Example 6. QSST when terms fail to provide
for distribution of trust assets upon termination
during life of current income beneficiary. A
contributes S corporation stock to a trust
the terms of which provide for one income
beneficiary, annual distributions of income,
discretionary invasion of corpus only for the
benefit of the income beneficiary, and termi-
nation of the trust only upon the death of
the current income beneficiary. Since the
trust can terminate only upon the death of
the income beneficiary, the governing in-
strument fails to provide for any distribu-
tion of trust assets during the income bene-
ficiary’s life. The governing instrument’s si-
lence on this point does not disqualify the
trust under section 1361(d)(3)(A) (ii) or (iv).

Example 7. QSST when settlor of trust retains
a reversion in the trust. On January 10, 1996, M
transfers to a trust shares of stock in cor-
poration X, an S corporation. D, who is 13
years old and not a lineal descendant of M, is
the sole income beneficiary of the trust. On
termination of the trust, the principal (in-
cluding the X shares) is to revert to M. The
trust instrument provides that the trust will
terminate upon the earlier of D’s death or
D’s 21st birthday. The terms of the trust sat-
isfy all of the requirements to be a QSST ex-
cept those of section 1361(d)(3)(A)(ii) (that
corpus may be distributed during the current
income beneficiary’s life only to that bene-
ficiary) and (iv) (that, upon termination of
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the trust during the life of the current in-
come beneficiary, the corpus, must be dis-
tributed to that beneficiary). On February
10, 1996, M makes a gift of M’s reversionary
interest to D. Until M assigns M’s reversion
in the trust to D, M is deemed to own the en-
tire trust under section 673(a) and the trust
is a qualified subpart E trust. For purposes
of section 1361(b)(1), 1366, 1367, and 1368, M is
the shareholder of X. The trust ceases to be
a qualified subpart E trust on February 10,
1996. Assuming that, by virtue of the assign-
ment to D of M’s reversionary interest, D
(upon his 21st birthday) or D’s estate (in the
case of D’s death before reaching age 21) is
entitled under local law to receive the trust
principal, the trust will be deemed as of Feb-
ruary 10, 1996, to have satisfied the condi-
tions of section 1361(d)(3)(A) (ii) and (iv) even
though the terms of the trust do not explic-
itly so provide. D must make a QSST elec-
tion by no later than April 25, 1996 (the end
of the 16-day-and-2-month period that begins
on February 10, 1996, the date on which the X
stock is deemed transferred to the trust by
M). See example (5) of §1.1001-2(c) of the reg-
ulations.

Example 8. QSST when the income beneficiary
has the power to withdraw corpus. On January
1, 1996, F transfers stock of an S corporation
to an irrevocable trust whose income bene-
ficiary is F’s son, C. Under the terms of the
trust, C is given the noncumulative power to
withdraw from the corpus of the trust the
greater of $5,000 or 5 percent of the value of
the corpus on a yearly basis. The terms of
the trust meet the QSST requirements. As-
suming the trust distributions are not in sat-
isfaction of F’s legal obligation to support C,
the trust qualifies as a QSST. C (or if Cis a
minor, C’s legal representative) must make
the QSST election no later than March 16,
1996 (the end of the 16-day-and-2-month pe-
riod that begins on the date the stock is
transferred to the trust).

Example 9. (i) Filing the QSST election. On
January 1, 1996, stock of Corporation T, a
calendar year C corporation, is transferred
to a trust that satisfies all of the require-
ments to be a QSST. On January 31, 1996,
Corporation T files an election to be an S
corporation that is to be effective for its tax-
able year beginning on January 1, 1996. In
order for the S election to be effective for
the 1996 taxable year, the QSST election
must be effective January 1, 1996, and must
be filed within the period beginning on Janu-
ary 1, 1996, and ending March 16, 1996 (the 16-
day-and-2-month period beginning on the
first day of the first taxable year for which
the election to be an S corporation is in-
tended to be effective).

(i) QSST election when the S election is filed
late. Assume the same facts as in paragraph
(i) of this Example 9, except that Corporation
T’s election to be an S corporation is filed on
April 1, 1996 (after the 15th day of the 3rd
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month of the first taxable year for which it
is to be effective but before the end of that
taxable year). Because the election to be an
S corporation is not timely filed for the 1996
taxable year, under section 1362(b)(3), the S
election is treated as made for the taxable
year beginning on January 1, 1997. The QSST
election must be filed within the 16-day-and-
2-month period beginning on April 1, 1996,
the date the S election was made, and ending
on June 16, 1996.

Example 10. (i) Transfers to QTIP trust. On
June 1, 1996, A transferred S corporation
stock to a trust for the benefit of A’s spouse
B, the terms of which satisfy the require-
ments of section 2523(f)(2) as qualified ter-
minable interest property. Under the terms
of the trust, B is the sole income beneficiary
for life. In addition, corpus may be distrib-
uted to B, at the trustee’s discretion, during
B’s lifetime. However, under section 677(a), A
is treated as the owner of the trust. Accord-
ingly, the trust is a permitted shareholder of
the S corporation under section
1361(c)(2)(A)(i), and A is treated as the share-
holder for purposes of sections 1361(b)(1),
1366, 1367, and 1368.

(ii) Transfers to QTIP trust where husband
and wife divorce. Assume the same facts as in
paragraph (i) of this Example 10, except that
A and B divorce on May 2, 1997. Under sec-
tion 682, A ceases to be treated as the owner
of the trust under section 677(a) because A
and B are no longer husband and wife. Under
section 682, after the divorce, B is the income
beneficiary of the trust and corpus of the
trust may only be distributed to B. Accord-
ingly, assuming the trust otherwise meets
the requirements of section 1361(d)(3), B
must make the QSST election within 2
months and 15 days after the date of the di-
vorce.

(iii) Transfers to QTIP trust where no corpus
distribution is permitted. Assume the same
facts as in paragraph (i) of this Example 10,
except that the terms of the trust do not per-
mit corpus to be distributed to B and require
its retention by the trust for distribution to
A and B’s surviving children after the death
of B. Under section 677, A is treated as the
owner of the ordinary income portion of the
trust, but the trust will be subject to tax on
gross income allocable to corpus. Accord-
ingly, the trust does not qualify as an eligi-
ble shareholder of the S corporation because
it is neither a qualified subpart E trust nor
a QSST.

(2) Effective date—(i) In general. Para-
graph (a), and paragraphs (c) through
(k) of this section apply to taxable
years of a corporation beginning after
July 21, 1995. For taxable years begin-
ning on or before July 21, 1995, to which
paragraph (a), and paragraphs (c)
through (k) do not apply, see §18.1361-

697



§1.1361-1

1 of this chapter (as contained in the 26
CFR edition revised April 1, 1995).
Paragraphs () (1)(vi),  (h)3)(@)(F),

(h)(3)(ii), and (j)(12) of this section are
applicable for taxable years beginning
on and after May 14, 2002.

(ii) Exception. If a QSST has sold or
otherwise disposed of all or a portion of
its S corporation stock in a tax year
that is open for the QSST and the in-
come beneficiary but on or before July
21, 1995, the QSST and the income bene-
ficiary may both treat the transaction
as if the beneficiary was the owner of
the stock sold or disposed of, and thus
recognize any gain or loss, or as if the
QSST was the owner of the stock sold
or disposed of as described in paragraph
(J)(8) of this section. This exception ap-
plies only if the QSST and the income
beneficiary take consistent reporting
positions. The QSST and the income
beneficiary must disclose by a state-
ment on their respective returns (or
amended returns), that they are taking
consistent reporting positions.

() Classes of stock—(1) General rule. A
corporation that has more than one
class of stock does not qualify as a
small business corporation. Except as
provided in paragraph (I)(4) of this sec-
tion (relating to instruments, obliga-
tions, or arrangements treated as a
second class of stock), a corporation is
treated as having only one class of
stock if all outstanding shares of stock
of the corporation confer identical
rights to distribution and liquidation
proceeds. Differences in voting rights
among shares of stock of a corporation
are disregarded in determining whether
a corporation has more than one class
of stock. Thus, if all shares of stock of
an S corporation have identical rights
to distribution and liquidation pro-
ceeds, the corporation may have voting
and nonvoting common stock, a class
of stock that may vote only on certain
issues, irrevocable proxy agreements,
or groups of shares that differ with re-
spect to rights to elect members of the
board of directors.

(2) Determination of whether stock con-
fers identical rights to distribution and
liquidation proceeds—(i) In general. The
determination of whether all out-
standing shares of stock confer iden-
tical rights to distribution and liquida-
tion proceeds is made based on the cor-
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porate charter, articles of incorpora-
tion, bylaws, applicable state law, and
binding agreements relating to dis-
tribution and liquidation proceeds (col-
lectively, the governing provisions). A
commercial contractual agreement,
such as a lease, employment agree-
ment, or loan agreement, is not a bind-
ing agreement relating to distribution
and liquidation proceeds and thus is
not a governing provision unless a
principal purpose of the agreement is
to circumvent the one class of stock re-
quirement of section 1361(b)(1)(D) and
this paragraph (I). Although a corpora-
tion is not treated as having more than
one class of stock so long as the gov-
erning provisions provide for identical
distribution and liquidation rights, any
distributions (including actual, con-
structive, or deemed distributions)
that differ in timing or amount are to
be given appropriate tax effect in ac-
cordance with the facts and cir-
cumstances.

(ii) State law requirements for payment
and withholding of income tax. State
laws may require a corporation to pay
or withhold state income taxes on be-
half of some or all of the corporation’s
shareholders. Such laws are dis-
regarded in determining whether all
outstanding shares of stock of the cor-
poration confer identical rights to dis-
tribution and liquidation proceeds,
within the meaning of paragraph (I)(1)
of this section, provided that, when the
constructive distributions resulting
from the payment or withholding of
taxes by the corporation are taken into
account, the outstanding shares confer
identical rights to distribution and lig-
uidation proceeds. A difference in tim-
ing between the constructive distribu-
tions and the actual distributions to
the other shareholders does not cause
the corporation to be treated as having
more than one class of stock.

(iii) Buy-sell and redemption
agreements—(A) In general. Buy-sell
agreements among shareholders, agree-
ments restricting the transferability of
stock, and redemption agreements are
disregarded in determining whether a
corporation’s outstanding shares of
stock confer identical distribution and
liquidation rights unless—

(1) A principal purpose of the agree-
ment is to circumvent the one class of
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stock requirement of section
1361(b)(1)(D) and this paragraph (I), and

(2) The agreement establishes a pur-
chase price that, at the time the agree-
ment is entered into, is significantly in
excess of or below the fair market
value of the stock.

Agreements that provide for the pur-
chase or redemption of stock at book
value or at a price between fair market
value and book value are not consid-
ered to establish a price that is signifi-
cantly in excess of or below the fair
market value of the stock and, thus,
are disregarded in determining whether
the outstanding shares of stock confer
identical rights. For purposes of this
paragraph (1)(2)(iii)(A), a good faith de-
termination of fair market value will
be respected unless it can be shown
that the value was substantially in
error and the determination of the
value was not performed with reason-
able diligence. Although an agreement
may be disregarded in determining
whether shares of stock confer iden-
tical distribution and liquidation
rights, payments pursuant to the
agreement may have income or trans-
fer tax consequences.

(B) Exception for certain agreements.
Bona fide agreements to redeem or pur-
chase stock at the time of death, di-
vorce, disability, or termination of em-
ployment are disregarded in deter-
mining whether a corporation’s shares
of stock confer identical rights. In ad-
dition, if stock that is substantially
nonvested (within the meaning of
§1.83-3(b)) is treated as outstanding
under these regulations, the forfeiture
provisions that cause the stock to be
substantially nonvested are dis-
regarded. Furthermore, the Commis-
sioner may provide by Revenue Ruling
or other published guidance that other
types of bona fide agreements to re-
deem or purchase stock are dis-
regarded.

(C) safe harbors for determinations of
book value. A determination of book
value will be respected if—

(1) The book value is determined in
accordance with Generally Accepted
Accounting Principles (including per-
mitted optional adjustments); or

(2) The book value is used for any
substantial nontax purpose.
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(iv) Distributions that take into account
varying interests in stock during a taxable
year. A governing provision does not,
within the meaning of paragraph
(H)(2)(i) of this section, alter the rights
to liquidation and distribution pro-
ceeds conferred by an S corporation’s
stock merely because the governing
provision provides that, as a result of a
change in stock ownership, distribu-
tions in a taxable year are to be made
on the basis of the shareholders’ vary-
ing interests in the S corporation’s in-
come in the current or immediately
preceding taxable year. If distributions
pursuant to the provision are not made
within a reasonable time after the
close of the taxable year in which the
varying interests occur, the distribu-
tions may be recharacterized depend-
ing on the facts and circumstances, but
will not result in a second class of
stock.

(v) Special rule for section 338(h)(10)
elections. If the shareholders of an S
corporation sell their stock in a trans-
action for which an election is made
under section 338(h)(10) and
§1.338(h)(10)-1, the receipt of varying
amounts per share by the shareholders
will not cause the S corporation to
have more than one class of stock, pro-
vided that the varying amounts are de-
termined in arm’s length negotiations
with the purchaser.

(vi) Examples. The application of
paragraph (1)(2) of this section may be
illustrated by the following examples.
In each of the examples, the S corpora-
tion requirements of section 1361 are
satisfied except as otherwise stated,
the corporation has in effect an S elec-
tion under section 1362, and the cor-
poration has only the shareholders de-
scribed.

Example 1. Determination of whether stock
confers identical rights to distribution and lig-
uidation proceeds. (i) The law of State A re-
quires that permission be obtained from the
State Commissioner of Corporations before
stock may be issued by a corporation. The
Commissioner grants permission to S, a cor-
poration, to issue its stock subject to the re-
striction that any person who is issued stock
in exchange for property, and not cash, must
waive all rights to receive distributions until
the shareholders who contributed cash for
stock have received distributions in the
amount of their cash contributions.
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(ii) The condition imposed by the Commis-
sioner pursuant to state law alters the rights
to distribution and liquidation proceeds con-
ferred by the outstanding stock of S so that
those rights are not identical. Accordingly,
under paragraph (I)(2)(i) of this section, S is
treated as having more than one class of
stock and does not qualify as a small busi-
ness corporation.

Example 2. Distributions that differ in timing.
(i) S, a corporation, has two equal share-
holders, A and B. Under S’s bylaws, A and B
are entitled to equal distributions. S distrib-
utes $50,000 to A in the current year, but does
not distribute $50,000 to B until one year
later. The circumstances indicate that the
difference in timing did not occur by reason
of a binding agreement relating to distribu-
tion or liquidation proceeds.

(ii) Under paragraph (1)(2)(i) of this section,
the difference in timing of the distributions
to A and B does not cause S to be treated as
having more than one class of stock. How-
ever, section 7872 or other recharacterization
principles may apply to determine the appro-
priate tax consequences.

Example 3. Treatment of excessive compensa-
tion. (i) S, a corporation, has two equal
shareholders, C and D, who are each em-
ployed by S and have binding employment
agreements with S. The compensation paid
by S to C under C’s employment agreement
is reasonable. The compensation paid by S to
D under D’s employment agreement, how-
ever, is found to be excessive. The facts and
circumstances do not reflect that a principal
purpose to D’s employment agreement is to
circumvent the one class of stock require-
ment of section 1361(b)(1)(D) and this para-
graph ().

(i) Under paragraph (I)(2)(i) of this section,
the employment agreements are not gov-
erning provisions. Accordingly, S is not
treated as having more than one class of
stock by reason of the employment agree-
ments, even though S is not allowed a deduc-
tion for the excessive compensation paid to
D.

Example 4. Agreement to pay fringe benefits.
(i) S, a corporation, is required under binding
agreements to pay accident and health insur-
ance premiums on behalf of certain of its
employees who are also shareholders. Dif-
ferent premium amounts are paid by S for
each employee-shareholder. The facts and
circumstances do not reflect that a principal
purpose of the agreements is to circumvent
the one class of stock requirement of section
1361(b)(1)(D) and this paragraph (I).

(i) Under paragraph (1)(2)(i) of this section,
the agreements are not governing provisions.
Accordingly, S is not treated as having more
than one class of stock by reason of the
agreements. In addition, S is not treated as
having more than one class of stock by rea-
son of the payment of fringe benefits.
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Example 5. Below-market corporation-share-
holder loan. (i) E is a shareholder of S, a cor-
poration. S makes a below-market loan to E
that is a corporation-shareholder loan to
which section 7872 applies. Under section
7872, E is deemed to receive a distribution
with respect to S stock by reason of the
loan. The facts and circumstances do not re-
flect that a principal purpose of the loan is
to circumvent the one class of stock require-
ment of section 1361(b)(1)(D) and this para-
graph (I).

(i) Under paragraph (1)(2)(i) of this section,
the loan agreement is not a governing provi-
sion. Accordingly, S is not treated as having
more than one class of stock by reason of the
below-market loan to E.

Example 6. Agreement to adjust distributions
for state tax burdens. (i) S, a corporation, exe-
cutes a binding agreement with its share-
holders to modify its normal distribution
policy by making upward adjustments of its
distributions to those shareholders who bear
heavier state tax burdens. The adjustments
are based on a formula that will give the
shareholders equal after-tax distributions.

(ii) The binding agreement relates to dis-
tribution or liquidation proceeds. The agree-
ment is thus a governing provision that al-
ters the rights conferred by the outstanding
stock of S to distribution proceeds so that
those rights are not identical. Therefore,
under paragraph (I)(2)(i) of this section, S is
treated as having more than one class of
stock.

Example 7. State law requirements for pay-
ment and withholding of income tax. (i) The
law of State X requires corporations to pay
state income taxes on behalf of nonresident
shareholders. The law of State X does not re-
quire corporations to pay state income taxes
on behalf of resident shareholders. S is incor-
porated in State X. S’s resident shareholders
have the right (for example, under the law of
State X or pursuant to S’s bylaws or a bind-
ing agreement) to distributions that take
into account the payments S makes on be-
half of its nonresident shareholders.

(ii) The payment by S of state income
taxes on behalf of its nonresident share-
holders are generally treated as constructive
distributions to those shareholders. Because
S’s resident shareholders have the right to
equal distributions, taking into account the
constructive distributions to the nonresident
shareholders, S’s shares confer identical
rights to distribution proceeds. Accordingly,
under paragraph (I)(2)(ii) of this section, the
state law requiring S to pay state income
taxes on behalf of its nonresident share-
holders is disregarded in determining wheth-
er S has more than one class of stock.

(iii) The same result would follow if the
payments of state income taxes on behalf of
nonresident shareholders are instead treated
as advances to those shareholders and the
governing provisions require the advances to
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be repaid or offset by reductions in distribu-
tions to those shareholders.

Example 8. Redemption agreements. (i) F, G,
and H are shareholders of S, a corporation. F
is also an employee of S. By agreement, S is
to redeem F’s shares on the termination of
F’s employment.

(ii) On these facts, under paragraph
(MH(2)(iii)(B) of this section, the agreement is
disregarded in determining whether all out-
standing shares of S’s stock confer identical
rights to distribution and liquidation pro-
ceeds.

Example 9. Analysis of redemption agree-
ments. (i) J, K, and L are shareholders of S,
a corporation. L is also an employee of S. L’s
shares were not issued to L in connection
with the performance of services. By agree-
ment, S is to redeem L’s shares for an
amount significantly below their fair market
value on the termination of L’s employment
or if S’s sales fall below certain levels.

(ii) Under paragraph (1)(2)(iii)(B) of this
section, the portion of the agreement pro-
viding for redemption of L’s stock on termi-
nation of employment is disregarded. Under
paragraph (1)(2)(iii)(A), the portion of the
agreement providing for redemption of L’s
stock if S’s sales fall below certain levels is
disregarded unless a principal purpose of
that portion of the agreement is to cir-
cumvent the one class of stock requirement
of section 1361(b)(1)(D) and this paragraph (I).

(3) Stock taken into account. Except as
provided in paragraphs (b) (3), (4), and
(5) of this section (relating to re-
stricted stock, deferred compensation
plans, and straight debt), in deter-
mining whether all outstanding shares
of stock confer identical rights to dis-
tribution and liquidation proceeds, all
outstanding shares of stock of a cor-
poration are taken into account. For
example, substantially nonvested stock
with respect to which an election under
section 83(b) has been made is taken
into account in determining whether a
corporation has a second class of stock,
and such stock is not treated as a sec-
ond class of stock if the stock confers
rights to distribution and liquidation
proceeds that are identical, within the
meaning of paragraph (1)(1) of this sec-
tion, to the rights conferred by the
other outstanding shares of stock.

(4) Other instruments, obligations, or
arrangements treated as a second class of
stock—(i) In general. Instruments, obli-
gations, or arrangements are not treat-
ed as a second class of stock for pur-
poses of this paragraph (I) unless they
are described in paragraph (I)(5) (ii) or
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(iii) of this section. However, in no
event are instruments, obligations, or
arrangements described in paragraph
(b)(4) of this section (relating to de-
ferred compensation plans), paragraphs
(H(@)(iii) (B) and (C) of this section (re-
lating to the exceptions and safe har-
bor for options), paragraph (I)(4)(ii)(B)
of this section (relating to the safe har-
bors for certain short-term unwritten
advances and proportionally-held
debt), or paragraph (I)(5) of this section
(relating to the safe harbor for straight
debt), treated as a second class of stock
for purposes of this paragraph (I).

(ii) Instruments, obligations, or ar-
rangements treated as equity under gen-
eral principles—(A) In general. Except as
provided in paragraph (1)(4)(i) of this
section, any instrument, obligation, or
arrangement issued by a corporation
(other than outstanding shares of stock
described in paragraph (I)(3) of this sec-
tion), regardless of whether designated
as debt, is treated as a second class of
stock of the corporation—

(1) If the instrument, obligation, or
arrangement constituters equity or
otherwise results in the holder being
treated as the owner of stock under
general principles of Federal tax law;
and

(2) A principal purpose of issuing or
entering into the instrument, obliga-
tion, or arrangement is to circumvent
the rights to distribution or liquida-
tion proceeds conferred by the out-
standing shares of stock or to cir-
cumvent the limitation on eligible
shareholders contained in paragraph
(b)(1) of this section.

(B) Safe harbor for certain short-term
unwritten advances and proportionately
held obligations—(1) Short-term unwritten
advances. Unwritten advances from a
shareholder that do not exceed $10,000
in the aggregate at any time during
the taxable year of the corporation, are
treated as debt by the parties, and are
expected to be repaid within a reason-
able time are not treated as a second
class of stock for that taxable year,
even if the advances are considered eq-
uity under general principles of Fed-
eral tax law. The failure of an unwrit-
ten advance to meet this safe harbor
will not result in a second class of
stock unless the advance is considered
equity under paragraph ()(@)(ii)(A)(1)
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of this section and a principal purpose
of the advance is to circumvent the
rights of the outstanding shares of
stock or the limitation on eligible

shareholders under paragraph
(M@ (i1)(A)(2) of this section.
(2) Proportionately-held obligations.

Obligations of the same class that are
considered equity under general prin-
ciples of Federal tax law, but are
owned solely by the owners of, and in
the same proportion as, the out-
standing stock of the corporation, are
not treated as a second class of stock.
Furthermore, an obligation or obliga-
tions owned by the sole shareholder of
a corporation are always held propor-
tionately to the corporation’s out-
standing stock. The obligations that
are considered equity that do not meet
this safe harbor will not result in a sec-
ond class of stock unless a principal
purpose of the obligations is to cir-
cumvent the rights of the outstanding
shares of stock or the limitation on eli-
gible shareholders under paragraph
(@) (i1)(A)(2) of this section.

(iii) Certain call options, warrants or
similar instruments—(A) In general. Ex-
cept as otherwise provided in this para-
graph (I)(4)(iii), a call option, warrant,
or similar instrument (collectively,
call option) issued by a corporation is
treated as a second class of stock of the
corporation if, taking into account all
the facts and circumstances, the call
option is substantially certain to be ex-
ercised (by the holder or a potential
transferee) and has a strike price sub-
stantially below the fair market value
of the underlying stock on the date
that the call option is issued, trans-
ferred by a person who is an eligible
shareholder under paragraph (b)(1) of
this section to a person who is not an
eligible shareholder under paragraph
(b)(1) of this section, or materially
modified. For purposes of this para-
graph (I)(4)(iii), if an option is issued in
connection with a loan and the time
period in which the option can be exer-
cised is extended in connection with
(and consistent with) a modification of
the terms of the loan, the extension of
the time period in which the option
may be exercised is not considered a
material modification. In addition, a
call option does not have a strike price
substantially below fair market value
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if the price at the time of exercise can-
not, pursuant to the terms of the in-
strument, be substantially below the
fair market value of the underlying
stock at the time of exercise.

(B) Certain exceptions. (1) A call op-
tion is not treated as a second class of
stock for purposes of this paragraph (I)
if it is issued to a person that is ac-
tively and regularly engaged in the
business of lending and issued in con-
nection with a commercially reason-
able loan to the corporation. This para-
graph (I)(4)(iii)(B)(1) continues to apply
if the call option is transferred with
the loan (or if a portion of the call op-
tion is transferred with a cor-
responding portion of the loan). How-
ever, if the call option is transferred
without a corresponding portion of the
loan, this paragraph ()@)(iii)(B)(1)
ceases to apply. Upon that transfer, the
call option is tested under paragraph
M@ (ii)(A) (notwithstanding anything
in that paragraph to the contrary) if,
but for this paragraph, the call option
would have been treated as a second
class of stock on the date it was issued.

(2) A call option that is issued to an
individual who is either an employee or
an independent contractor in connec-
tion with the performance of services
for the corporation or a related cor-
poration (and that is not excessive by
reference to the services performed) is
not treated as a second class of stock
for purposes of this paragraph (I) if—

(i) The call option is nontransferable
within the meaning of §1.83-3(d); and

(i) The call option does not have a

readily ascertainable fair market value
as defined in §1.83-7(b) at the time the
option is issued.
If the call option becomes transferable,
this paragraph (1)(4)(iii)(B)(2) ceases to
apply. Solely for purposes of this para-
graph ()(@)(iii)(B)(2), a corporation is
related to the issuing corporation if
more than 50 percent of the total vot-
ing power and total value of its stock
is owned by the issuing corporation.

(3) The Commissioner may provide
other exceptions by Revenue Ruling or
other published guidance.

(C) Safe harbor for certain options. A
call option is not treated as a second
class of stock if, on the date the call
option is issued, transferred by a per-
son who is an eligible shareholder
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under paragraph (b)(1) of this section
to a person who is not an eligible
shareholder under paragraph (b)(1) of
this section, or materially modified,
the strike price of the call option is at
least 90 percent of the fair market
value of the underlying stock on that
date. For purposes of this paragraph
(H(@)(iii)(C), a good faith determination
of fair market value by the corporation
will be respected unless it can be shown
that the value was substantially in
error and the determination of the
value was not performed with reason-
able diligence to obtain a fair value.
Failure of an option to meet this safe
harbor will not necessarily result in
the option being treated as a second
class of stock.

(iv) Convertible debt. A convertible
debt instrument is considered a second
class of stock if—

(A) It would be treated as a second
class of stock under paragraph (I)(4)(ii)
of this section (relating to instru-
ments, obligations, or arrangements
treated as equity under general prin-
ciples); or

(B) It embodies rights equivalent to
those of a call option that would be
treated as a second class of stock under
paragraph (1)(4)(iii) of this section (re-
lating to certain call options, war-
rants, and similar instruments).

(v) Examples. The application of this
paragraph (I)(4) may be illustrated by
the following examples. In each of the
examples, the S corporation require-
ments of section 1361 are satisfied ex-
cept as otherwise stated, the corpora-
tion has in effect an S election under
section 1362, and the corporation has
only the shareholders described.

Example 1. Transfer of call option by eligible
shareholder to ineligible shareholder. (i) S, a
corporation, has 10 shareholders. S issues
call options to A, B, and C, individuals who
are U.S. residents. A, B, and C are not share-
holders, employees, or independent contrac-
tors of S. The options have a strike price of
$40 and are issued on a date when the fair
market value of S stock is also $40. A year
later, P, a partnership, purchases A’s option.
On the date of transfer, the fair market
value of S stock is $80.

(ii) On the date the call option is issued, its
strike price is not substantially below the
fair market value of the S stock. Under para-
graph (1)(4)(iii)(A) of this section, whether a
call option is a second class of stock must be
redetermined if the call option is transferred
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by a person who is an eligible shareholder
under paragraph (b)(1) of this section to a
person who is not an eligible shareholder
under paragraph (b)(1) of this section. In this
case, A is an eligible shareholder of S under
paragraph (b)(1) of this section, but P is not.
Accordingly, the option is retested on the
date it is transferred to D.

(iii) Because on the date the call option is
transferred to P its strike price is 50% of the
fair market value, the strike price is sub-
stantially below the fair market value of the
S stock. Accordingly, the call option is
treated as a second class of stock as of the
date it is transferred to P if, at that time, it
is determined that the option is substan-
tially certain to be exercised. The deter-
mination of whether the option is substan-
tially certain to be exercised is made on the
basis of all the facts and circumstances.

Example 2. Call option issued in connection
with the performance of services. (i) E is a bona
fide employee of S, a corporation. S issues to
E a call option in connection with E’s per-
formance of services. At the time the call op-
tion is issued, it is not transferable and does
not have a readily ascertainable fair market
value. However, the call option becomes
transferable before it is exercised by E.

(ii) While the option is not transferable,
under paragraph (I)(4)(iii)(B)(2) of this sec-
tion, it is not treated as a second class of
stock, regardless of its strike price. When
the option becomes transferable, that para-
graph ceases to apply, and the general rule of
paragraph (1)(4)(iii)(A) of this section applies.
Accordingly, if the option is materially
modified or is transferred to a person who is
not an eligible shareholder under paragraph
(b)(1) of this section, and on the date of such
modification or transfer, the option is sub-
stantially certain to be exercised and has a
strike price substantially below the fair mar-
ket value of the underlying stock, the option
is treated as a second class of stock.

(iii) If E left S’s employment before the op-
tion became transferable, the exception pro-
vided by paragraph (1)(4)(iii)(B)(2) would con-
tinue to apply until the option became trans-
ferable.

(5) Straight debt safe harbor—(i) In
general. Notwithstanding paragraph
(I)(4) of this section, straight debt is
not treated as a second class of stock.
For purposes of section 1361(c)(5) and
this section, the term straight debt
means a written unconditional obliga-
tion, regardless of whether embodied in
a formal note, to pay a sum certain on
demand, or on a specified due date,
which—
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(A) Does not provide for an interest
rate or payment dates that are contin-
gent on profits, the borrower’s discre-
tion, the payment of dividends with re-
spect to common stock, or similar fac-
tors;

(B) Is not convertible (directly or in-
directly) into stock or any other equity
interest of the S corporation; and

(C) Is held by an individual (other
than a nonresident alien), an estate, or
a trust described in section 1361(c)(2).

(ii) Subordination. The fact that an
obligation is subordinated to other
debt of the corporation does not pre-
vent the obligation from qualifying as
straight debt.

(iii) Modification or transfer. An obli-
gation that originally qualifies as
straight debt ceases to so qualify if the
obligation—

(A) Is materially modified so that it
no longer satisfies the definition of
straight debt; or

(B) Is transferred to a third party
who is not an eligible shareholder
under paragraph (b)(1) of this section.

(iv) Treatment of straight debt for other
purposes. An obligation of an S corpora-
tion that satisfies the definition of
straight debt in paragraph (I)(5)(i) of
this section is not treated as a second
class of stock even if it is considered
equity under general principles of Fed-
eral tax law. Such an obligation is gen-
erally treated as debt and when so
treated is subject to the applicable
rules governing indebtedness for other
purposes of the Code. Accordingly, in-
terest paid or accrued with respect to a
straight debt obligation is generally
treated as interest by the corporation
and the recipient and does not con-
stitute a distribution to which section
1368 applies. However, if a straight debt
obligation bears a rate of interest that
is unreasonably high, an appropriate
portion of the interest may be re-
characterized and treated as a payment
that is not interest. Such a re-
characterization does not result in a
second class of stock.

(v) Treatment of C corporation debt
upon conversion to S status. If a C cor-
poration has outstanding an obligation
that satisfies the definition of straight
debt in paragraph (I)(5)(i) of this sec-
tion, but that is considered equity
under general principles of Federal tax
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law, the obligation is not treated as a
second class of stock for purposes of
this section if the C corporation con-
verts to S status. In addition, the con-
version from C corporation status to S
corporation status is not treated as an
exchange of debt for stock with respect
to such an instrument.

(6) Inadvertent terminations. See sec-
tion 1362(f) and the regulations there-
under for rules relating to inadvertent
terminations in cases where the one
class of stock requirement has been in-
advertently breached.

(7) Effective date. Section 1.1361-1(l)
generally applies to taxable years of a
corporation beginning on or after May
28, 1992. However, §1.1361-1(1) does not
apply to: an instrument, obligation, or
arrangement issued or entered into be-
fore May 28, 1992, and not materially
modified after that date; a buy-sell
agreement, redemption agreement, or
agreement restricting transferability
entered into before May 28, 1992, and
not materially modified after that
date; or a call option or similar instru-
ment issued before May 28, 1992, and
not materially modified after that
date. In addition, a corporation and its
shareholders may apply this §1.1361-1(l)
to prior taxable years.

(m) Electing small business trust
(ESBT)—(1) Definition—(i) General rule.
An electing small business trust
(ESBT) means any trust if it meets the
following requirements: the trust does
not have as a beneficiary any person
other than an individual, an estate, an
organization described in section
170(c)(2) through (5), or an organization
described in section 170(c)(1) that holds
a contingent interest in such trust and
is not a potential current beneficiary;
no interest in the trust has been ac-
quired by purchase; and the trustee of
the trust makes a timely ESBT elec-
tion for the trust.

(i) Qualified beneficiaries—(A) In gen-
eral. For purposes of this section, a
beneficiary includes a person who has a
present, remainder, or reversionary in-
terest in the trust.

(B) Distributee trusts. A distributee
trust is the beneficiary of the ESBT
only if the distributee trust is an orga-
nization described in section 170(c)(2)
or (3). In all other situations, any per-
son who has a beneficial interest in a
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distributee trust is a beneficiary of the
ESBT. A distributee trust is a trust
that receives or may receive a distribu-
tion from an ESBT, whether the rights
to receive the distribution are fixed or
contingent, or immediate or deferred.

(C) Powers of appointment. A person in
whose favor a power of appointment
could be exercised is not a beneficiary
of an ESBT until the holder of the
power of appointment actually exer-
cises the power in favor of such person.

(D) Nonresident aliens. A nonresident
alien as defined in section 7701(b)(1)(B)
is an eligible beneficiary of an ESBT.
However, see paragraph (m)(4)(i) and
(m)(5)(iii) of this section if the non-
resident alien is a potential current
beneficiary of the ESBT (which would
result in an ineligible shareholder and
termination of the S corporation elec-
tion).

(iii) Interests acquired by purchase. A
trust does not qualify as an ESBT if
any interest in the trust has been ac-
quired by purchase. Generally, if a per-
son acquires an interest in the trust
and thereby becomes a beneficiary of
the trust as defined in paragraph
(m)(1)(ii)(A), and any portion of the
basis in the acquired interest in the
trust is determined under section 1012,
such interest has been acquired by pur-
chase. This includes a net gift of a ben-
eficial interest in the trust, in which
the person acquiring the beneficial in-
terest pays the gift tax. The trust itself
may acquire S corporation stock or
other property by purchase or in a
part-gift, part-sale transaction.

(iv) Ineligible trusts. An ESBT does
not include—

(A) Any qualified subchapter S trust
(as defined in section 1361(d)(3)) if an
election under section 1361(d)(2) applies
with respect to any corporation the
stock of which is held by the trust;

(B) Any trust exempt from tax or not
subject to tax under subtitle A; or

(C) Any charitable remainder annu-
ity trust or charitable remainder
unitrust (as defined in section 664(d)).

(2) ESBT election—(i) In general. The
trustee of the trust must make the
ESBT election by signing and filing,
with the service center where the S
corporation files its income tax return,
a statement that meets the require-
ments of paragraph (m)(2)(ii) of this
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section. If there is more than one
trustee, the trustee or trustees with
authority to legally bind the trust
must sign the election statement. If
any one of several trustees can legally
bind the trust, only one trustee needs
to sign the election statement. Gen-
erally, only one ESBT election is made
for the trust, regardless of the number
of S corporations whose stock is held
by the ESBT. However, if the ESBT
holds stock in multiple S corporations
that file in different service centers,
the ESBT election must be filed with
all the relevant service centers where
the corporations file their income tax
returns. This requirement applies only
at the time of the initial ESBT elec-
tion; if the ESBT later acquires stock
in an S corporation which files its in-
come tax return at a different service
center, a new ESBT election is not re-
quired.

(ii) Election statement. The election
statement must include—

(A) The name, address, and taxpayer
identification number of the trust, the
potential current beneficiaries, and the
S corporations in which the trust cur-
rently owns stock;

(B) An identification of the election
as an ESBT election made under sec-
tion 1361(e)(3);

(C) The first date on which the trust
owned stock in each S corporation;

(D) The date on which the election is
to become effective (not earlier than 15
days and two months before the date
on which the election is filed); and

(E) Representations signed by the
trustee stating that—

(1) The trust meets the definitional
requirements of section 1361(e)(1); and

(2) All potential current beneficiaries
of the trust meet the shareholder re-
quirements of section 1361(b)(1).

(iii) Due date for ESBT election. The
ESBT election must be filed within the
time requirements prescribed in para-
graph (J)(6)(iii) of this section for filing
a qualified subchapter S trust (QSST)
election.

(iv) Election by a trust described in sec-
tion 1361(c)(2)(A)(ii) or (iii). A trust that
is a qualified S corporation shareholder
under section 1361(c)(2)(A)(ii) or (iii)
may elect ESBT treatment at any time
during the 2-year period described in
those sections or the 16-day-and-2-
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month period beginning on the date
after the end of the 2-year period. If the
trust makes an ineffective ESBT elec-
tion, the trust will continue neverthe-
less to qualify as an eligible S corpora-
tion shareholder for the remainder of
the period described in section
1361(c)(2)(A)(ii) or (iii).

(v) No protective election. A trust can-
not make a conditional ESBT election
that would be effective only in the
event the trust fails to meet the re-
quirements for an eligible trust de-
scribed in  section  1361(c)(2)(A)(i)
through (iv). If a trust attempts to
make such a conditional ESBT election
and it fails to qualify as an eligible S
corporation shareholder under section
1361(c)(2)(A)(i) through (iv), the S cor-
poration election will be ineffective or
will terminate because the corporation
will have an ineligible shareholder. Re-
lief may be available under section
1362(f) for an inadvertent ineffective S
corporation election or an inadvertent
S corporation election termination. In
addition, a trust that qualifies as an
ESBT may make an ESBT election
notwithstanding that the trust is a
wholly-owned grantor trust.

(3) Effect of ESBT election—(i) General
rule. If a trust makes a valid ESBT
election, the trust will be treated as an
ESBT for purposes of chapter 1 of the
Internal Revenue Code as of the effec-
tive date of the ESBT election.

(ii) Employer Identification Number. An
ESBT has only one employer identi-
fication number (EIN). If an existing
trust makes an ESBT election, the
trust continues to use the EIN it cur-
rently uses.

(iii) Taxable year. If an ESBT election
is effective on a day other than the
first day of the trust’s taxable year,
the ESBT election does not cause the
trust’s taxable year to close. The ter-
mination of the ESBT election (includ-
ing a termination caused by a conver-
sion of the ESBT to a QSST) other
than on the last day of the trust’s tax-
able year also does not cause the
trust’s taxable year to close. In either
case, the trust files one tax return for
the taxable year.

(iv) Allocation of S corporation items.
If, during the taxable year of an S cor-
poration, a trust is an ESBT for part of
the year and an eligible shareholder
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under section 1361(c)(2)(A)(i) through
(iv) for the rest of the year, the S cor-
poration items are allocated between
the two types of trusts under section
1377(a). See §1.1377-1(a)(2)(iii).

(v) Estimated taxes. If an ESBT elec-
tion is effective on a day other than
the first day of the trust’s taxable
year, the trust is considered one trust
for purposes of estimated taxes under
section 6654.

(4) Potential current beneficiaries—(i)
In general. For purposes of determining
whether a corporation is a small busi-
ness corporation within the meaning of
section 1361(b)(1), each potential cur-
rent beneficiary of an ESBT generally
is treated as a shareholder of the cor-
poration. Subject to the provisions of
this paragraph (m)(4), a potential cur-
rent beneficiary generally is, with re-
spect to any period, any person who at
any time during such period is entitled
to, or in the discretion of any person
may receive, a distribution from the
principal or income of the trust. A per-
son is treated as a shareholder of the S
corporation at any moment in time
when that person is entitled to, or in
the discretion of any person may, re-
ceive a distribution of principal or in-
come of the trust. No person is treated
as a potential current beneficiary sole-
ly because that person holds any future
interest in the trust.

(ii) Grantor trusts. If all or a portion
of an ESBT is treated as owned by a
person under subpart E, part I, sub-
chapter J, chapter 1 of the Internal
Revenue Code, such owner is a poten-
tial current beneficiary in addition to
persons described in paragraph (m)(4)(i)
of this section.

(iii) Special rule for dispositions of
stock. Notwithstanding the provisions
of paragraph (m)(4)(i) of this section, if
a trust disposes of all of its S corpora-
tion stock, any person who first met
the definition of a potential current
beneficiary during the 60-day period
ending on the date of such disposition
is not a potential current beneficiary
and thus is not a shareholder of that
corporation.

(iv) Distributee trusts—(A) In general.
This paragraph (m)(4)(iv) contains the
rules for determining who are the po-
tential current beneficiaries of an
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ESBT if a distributee trust becomes en-
titled to, or at the discretion of any
person, may receive a distribution from
principal or income of an ESBT. A dis-
tributee trust does not include a trust
that is not currently in existence. For
this purpose, a trust is not currently in
existence if the trust has no assets and
no items of income, loss, deduction, or
credit. Thus, if a trust instrument pro-
vides for a trust to be funded at some
future time, the future trust is not cur-
rently a distributee trust.

(B) If the distributee trust is not a
trust described in section 1361(c)(2)(A),
then the distributee trust is the poten-
tial current beneficiary of the ESBT
and the corporation’s S corporation
election terminates.

(C) If the distributee trust is a trust
described in section 1361(c)(2)(A), the
persons who would be its potential cur-
rent beneficiaries (as defined in para-
graphs (m)(4)(i) and (ii) of this section)
if the distributee trust were an ESBT
are treated as the potential current
beneficiaries of the ESBT. Notwith-
standing the preceding sentence, how-
ever, if the distributee trust is a trust
described in section 1361(c)(2)(A)(ii) or
(iii), the estate described in section
1361(c)(2)(B) (ii) or (iii) is treated as the
potential current beneficiary of the
ESBT for the 2-year period during
which such trust would be permitted as
a shareholder.

(D) For the purposes of paragraph
(m)(4)(iv)(C) of this section, a trust will
be deemed to be described in section
1361(c)(2)(A) if such trust would qualify
for a QSST election under section
1361(d) or an ESBT election under sec-
tion 1361(e) if it owned S corporation
stock.

(v) Contingent distributions. A person
who is entitled to receive a distribu-
tion only after a specified time or upon
the occurrence of a specified event
(such as the death of the holder of a
power of appointment) is not a poten-
tial current beneficiary until such time
or the occurrence of such event.

(vi) Currently exercisable powers of
appointment—(A) In general. A person to
whom a distribution is or may be made
during a period pursuant to a power of
appointment is a potential current ben-
eficiary. Thus, if any person has a life-
time power of appointment that would
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permit distributions from the trust to
be made to more than 75 persons, the
corporation’s S corporation election
will terminate because the number of
potential current beneficiaries will ex-
ceed the 75-shareholder limit of section
1361(b)(1)(A). Also, the S corporation
election will terminate if the currently
exercisable power of appointment al-
lows distributions to be made to an in-
eligible shareholder as defined in sec-
tion 1361(b)(1)(B) and (C).

(B) Waiver or release. If the holder of
a power of appointment permanently
releases the power in a manner that is
valid under applicable local law, the
persons that would be potential cur-
rent beneficiaries solely because of the
power will not be potential current
beneficiaries after the effective date of
the release. An attempt to temporarily
waive, release, or limit a currently ex-
ercisable power of appointment will be
ignored in determining who are poten-
tial current beneficiaries of the trust.

(vii) Number of shareholders. Each po-
tential current beneficiary of the
ESBT, as defined in paragraphs
(m)(4)(i) through (vi) of this section, is
counted as a shareholder of any S cor-
poration whose stock is owned by the
ESBT. During any period in which the
ESBT has no potential current bene-
ficiaries, the ESBT is counted as the
shareholder. A person is counted as
only one shareholder of an S corpora-
tion even though that person may be
treated as a shareholder of the S cor-
poration by direct ownership and
through one or more eligible trusts de-
scribed in section 1361(c)(2)(A). Thus,
for example, if a person owns stock in
an S corporation and is a potential cur-
rent beneficiary of an ESBT that owns
stock in the same S corporation, that
person is counted as one shareholder of
the S corporation. Similarly, if a hus-
band owns stock in an S corporation
and his wife is a potential current ben-
eficiary of an ESBT that owns stock in
the same S corporation, the husband
and wife will be counted as one share-
holder of the S corporation.

(viii) Miscellaneous. Payments made
by an ESBT to a third party on behalf
of a beneficiary are considered to be
payments made directly to the bene-
ficiary. The right of a beneficiary to
assign the beneficiary’s interest to a
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third party does not result in the third
party being a potential current bene-
ficiary until that interest is actually
assigned.

(5) ESBT terminations—(i) Ceasing to
meet ESBT requirements. A trust ceases
to be an ESBT on the first day the
trust fails to meet the definition of an
ESBT under section 1361(e). The last
day the trust is treated as an ESBT is
the day before the date on which the
trust fails to meet the definition of an
ESBT.

(ii) Disposition of S stock. In general, a
trust ceases to be an ESBT on the first
day following the day the trust dis-
poses of all S corporation stock. How-
ever, if the trust is using the install-
ment method to report income from
the sale or disposition of its stock in
an S corporation, the trust ceases to be
an ESBT on the day following the ear-
lier of the day the last installment
payment is received by the trust or the
day the trust disposes of the install-
ment obligation.

(iii) Potential current beneficiaries that
are ineligible shareholders. If a potential
current beneficiary of an ESBT is not
an eligible shareholder of a small busi-
ness corporation within the meaning of
section 1361(b)(1), the S corporation
election terminates. For example, the
S corporation election will terminate if
a nonresident alien becomes a poten-
tial current beneficiary of an ESBT.
Such a potential current beneficiary is
treated as an ineligible shareholder be-
ginning on the day such person be-
comes a potential current beneficiary,
and the S corporation election termi-
nates on that date. However, see the
special rule of paragraph (m)(4)(iii) of
this section. If the S corporation elec-
tion terminates, relief may be avail-
able under section 1362(f).

(6) Revocation of ESBT election. An
ESBT election may be revoked only
with the consent of the Commissioner.
The application for consent to revoke
the election must be submitted to the
Internal Revenue Service in the form
of a letter ruling request under the ap-
propriate revenue procedure.

(7) Converting an ESBT to a QSST. For
a trust that seeks to convert from an
ESBT to a QSST, the consent of the
Commissioner is hereby granted to re-
voke the ESBT election as of the effec-
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tive date of the QSST election, if all
the following requirements are met:

(i) The trust meets all of the require-
ments to be a QSST under section
1361(d).

(ii) The trustee and the current in-
come beneficiary of the trust sign the
QSST election. The QSST election
must be filed with the service center
where the S corporation files its in-
come tax return. This QSST election
must state at the top of the document
“ATTENTION ENTITY CONTROL—
CONVERSION OF AN ESBT TO A
QSST PURSUANT TO SECTION 1.1361-
1(m)”’ and include all information oth-
erwise required for a QSST election
under §1.1361-1(j)(6). A separate QSST
election must be made with respect to
the stock of each S corporation held by
the trust.

(iii) The trust has not converted from
a QSST to an ESBT within the 36-
month period preceding the effective
date of the new QSST election.

(iv) The date on which the QSST
election is to be effective cannot be
more than 15 days and two months
prior to the date on which the election
is filed and cannot be more than 12
months after the date on which the
election is filed. If an election specifies
an effective date more than 15 days and
two months prior to the date on which
the election is filed, it will be effective
on the day that is 15 days and two
months prior to the date on which it is
filed. If an election specifies an effec-
tive date more than 12 months after
the date on which the election is filed,
it will be effective on the day that is 12
months after the date it is filed.

(8) Examples. The provisions of this
paragraph (m) are illustrated by the
following examples in which it is as-
sumed, unless otherwise specified, that
all noncorporate persons are citizens or
residents of the United States:

Example 1. (i) ESBT election with section
663(c) separate shares. On January 1, 2003, M
contributes S corporation stock to Trust for
the benefit of M’s three children A, B, and C.
Pursuant to section 663(c), each of Trust’s
separate shares for A, B, and C will be treat-
ed as separate trusts for purposes of deter-
mining the amount of distributable net in-
come (DNI) in the application of sections 661
and 662. On January 15, 2003, the trustee of
Trust files a valid ESBT election for Trust
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effective January 1, 2003. Trust will be treat-
ed as a single ESBT and will have a single S
portion taxable under section 641(c).

(ii) ESBT acquires stock of an additional S
corporation. On February 15, 2003, Trust ac-
quires stock of an additional S corporation.
Because Trust is already an ESBT, Trust
does not need to make an additional ESBT
election.

(iii) Section 663(c) shares of ESBT convert to
separate QSSTs. Effective January 1, 2004, A,
B, C, and Trust’s trustee elect to convert
each separate share of Trust into a separate
QSST pursuant to paragraph (m)(7) of this
section. For each separate share, they file a
separate election for each S corporation
whose stock is held by Trust. Each separate
share will be treated as a separate QSST.

Example 2. (i) Invalid potential current bene-
ficiary. Effective January 1, 2003, Trust
makes a valid ESBT election. On January 1,
2004, A, a nonresident alien, becomes a poten-
tial current beneficiary of Trust. Trust does
not dispose of all of its S corporation stock
within 60 days after January 1, 2004. As of
January 1, 2004, A is a potential current ben-
eficiary of Trust and therefore is treated as
a shareholder of the S corporation. Because
A is not an eligible shareholder of an S cor-
poration under section 1361(b)(1), the S cor-
poration election of any corporation in
which Trust holds stock terminates effective
January 1, 2004. Relief may be available
under section 1362(f).

(ii) Invalid potential current beneficiary and
disposition of S stock. Assume the same facts
as in Example 2 (i) except that within 60 days
after January 1, 2004, trustee of Trust dis-
poses of all Trust’s S corporation stock. A is
not considered a potential current bene-
ficiary of Trust and therefore is not treated
as a shareholder of any S corporation in
which Trust previously held stock.

Example 3. Subpart E trust. M transfers
stock in X, an S corporation, and other as-
sets to Trust for the benefit of B and B’s sib-
lings. M retains no powers or interest in
Trust. Under section 678(a), B is treated as
the owner of a portion of Trust that includes
a portion of the X stock. No beneficiary has
acquired any portion of his or her interest in
Trust by purchase, and Trust is not an ineli-
gible trust under paragraph (m)(1)(iv) of this
section. Trust is eligible to make an ESBT
election.

Example 4. Subpart E trust continuing after
grantor’s death. On January 1, 2003, M trans-
fers stock in X, an S corporation, and other
assets to Trust. Under the terms of Trust,
the trustee of Trust has complete discretion
to distribute the income or principal to M
during M’s lifetime and to M’s children upon
M’s death. During M’s life, M is treated as
the owner of Trust under section 677. The
trustee of Trust makes a valid election to
treat Trust as an ESBT effective January 1,
2003. On March 28, 2004, M dies. Under appli-
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cable local law, Trust does not terminate on
M’s death. Trust continues to be an ESBT
after M’s death, and no additional ESBT
election needs to be filed for Trust after M’s
death.

Example 5. Potential current beneficiaries and
distributee trust holding S corporation stock.
Trust-1 has a valid ESBT election in effect.
The trustee of Trust-1 has the power to make
distributions to A directly or to any trust
created for the benefit of A. On January 1,
2003, M creates Trust-2 for the benefit of A.
Also on January 1, 2003, the trustee of Trust-
1 distributes some S corporation stock to
Trust-2. A, as the current income beneficiary
of Trust-2, makes a timely and effective elec-
tion to treat Trust-2 as a QSST. Because
Trust-2 is a valid S corporation shareholder,
the distribution to Trust-2 does not termi-
nate the ESBT election of Trust-1. Trust-2
itself will not be counted toward the 75-
shareholder limit of section 1361(b)(1)(A). Ad-
ditionally, because A is already counted as
an S corporation shareholder because of A’s
status as a potential current income bene-
ficiary of Trust-1, A is not counted again by
reason of A’s status as the deemed owner of
Trust-2.

Example 6. Potential current beneficiaries and
distributee trust not holding S corporation
stock. (i) Distributee trust that would itself
qualify as an ESBT. Trust-1 holds stock in X,
an S corporation, and has a valid ESBT elec-
tion in effect. Under the terms of Trust-1,
the trustee has discretion to make distribu-
tions to A, B, and Trust-2, a trust for the
benefit of C, D, and E. Trust-2 would qualify
to be an ESBT, but it owns no S corporation
stock and has made no ESBT election. Under
paragraph (m)(4)(iv) of this section, Trust-2’s
potential current beneficiaries are treated as
the potential current beneficiaries of Trust-
1 and are counted as shareholders for pur-
poses of section 1361(b)(1). Thus, A, B, C, D,
and E are potential current beneficiaries of
Trust-1 and are counted as shareholders for
purposes of section 1361(b)(1). Trust-2 itself
will not be counted as a shareholder of
Trust-1 for purposes of section 1361(b)(1).

(ii) Distributee trust that would not qualify as
an ESBT or a QSST. Assume the same facts
as in paragraph (i) of this Example 6 except
that D is a nonresident alien. Trust-2 would
not be eligible to make an ESBT or QSST
election if it owned S corporation stock and
therefore Trust-2 is a potential current bene-
ficiary of Trust-1. Since Trust-2 is not an eli-
gible shareholder, X’s S corporation election
terminates.

(iii) Distributee trust that is a section
1361(c)(2)(A)(ii) trust. Assume the same facts
as in paragraph (i) of this Example 6 except
that Trust-2 is a trust treated as owned by A
under section 676 because A has the power to
revoke Trust-2 at any time prior to A’s
death. On January 1, 2003, A dies. Because
Trust-2 is a trust described in section
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1361(c)(2)(A)(ii) during the 2-year period be-
ginning on the day of A’s death, under para-
graph (m)(4)(iv)(C) of this section, Trust-2’s
only potential current beneficiary is the per-
son listed in section 1361(c)(2)(B)(ii), A’s es-
tate. Thus, B and A’s estate are potential
current beneficiaries of Trust-1 and are
counted as shareholders for purposes of sec-
tion 1361(b)(1).

Example 7. Potential current beneficiaries
and powers of appointment. M creates Trust
for the benefit of A. A also has a currently
exercisable power to appoint income or prin-
cipal to anyone except A, A’s creditors, A’s
estate, and the creditors of A’s estate. The
potential current beneficiaries of Trust will
be A and all other persons except for A’s
creditors, A’s estate, and the creditors of A’s
estate. This number will exceed the 75-share-
holder limit of section 1361(b)(1)(A). If Trust
holds S corporation stock, the corporation’s
S election will terminate.

(9) Effective date. This paragraph (m)
is applicable for taxable years of
ESBTs beginning on and after May 14,
2002.

[T.D. 8419, 57 FR 22649, May 29, 1992; 57 FR
28613, June 26, 1992, as amended by T.D. 8600,
60 FR 37581, July 21, 1995; 60 FR 49976, Sept.
27, 1995; 60 FR 58234, Nov. 27, 1995; 61 FR 2869,
Jan. 29, 1996; T.D. 8869, 65 FR 3849, Jan. 25,
2000; T.D. 8940, 66 FR 9929, 9957, Feb. 13, 2001;
T.D. 8994, 67 FR 34397, May 14, 2002]

§1.1361-2 Definitions relating to S cor-
poration subsidiaries.

(a) In general. The term qualified sub-
chapter S subsidiary (QSub) means any
domestic corporation that is not an in-
eligible corporation (as defined in sec-
tion 1361(b)(2) and the regulations
thereunder), if—

(1) 100 percent of the stock of such
corporation is held by an S corpora-
tion; and

(2) The S corporation properly elects
to treat the subsidiary as a QSub under
§1.1361-3.

(b) Stock treated as held by S corpora-
tion. For purposes of satisfying the 100
percent stock ownership requirement
in section 1361(b)(3)(B)(i) and paragraph
(a)(1) of this section—

(1) Stock of a corporation is treated
as held by an S corporation if the S
corporation is the owner of that stock
for Federal income tax purposes; and

(2) Any outstanding instruments, ob-
ligations, or arrangements of the cor-
poration which would not be considered
stock for purposes of section
1361(b)(1)(D) if the corporation were an
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S corporation are not treated as out-
standing stock of the QSub.

(c) Straight debt safe harbor. Section
1.1361-1(D)(5)(iv) and (v) apply to an ob-
ligation of a corporation for which a
QSub election is made if that obliga-
tion would satisfy the definition of
straight debt in §1.1361-1(1)(5) if issued
by the S corporation.

(d) Examples. The following examples
illustrate the application of this sec-
tion:

Example 1. X, an S corporation, owns 100
percent of Y, a corporation for which a valid
QSub election is in effect for the taxable
year. Y owns 100 percent of Z, a corporation
otherwise eligible for QSub status. X may
elect to treat Z as a QSub under section
1361(b)(3)(B)(ii).

Example 2. Assume the same facts as in Ex-
ample 1, except that Y is a business entity
that is disregarded as an entity separate
from its owner under §301.7701-2(c)(2) of this
chapter. X may elect to treat Z as a QSub.

Example 3. Assume the same facts as in Ex-
ample 1, except that Y owns 50 percent of Z,
and X owns the other 50 percent. X may elect
to treat Z as a QSub.

Example 4. Assume the same facts as in Ex-
ample 1, except that Y is a C corporation. Al-
though Y is a domestic corporation that is
otherwise eligible to be a QSub, no QSub
election has been made for Y. Thus, X is not
treated as holding the stock of Z. Con-
sequently, X may not elect to treat Z as a
QSub.

Example 5. Individuals A and B own 100 per-
cent of the stock of corporation X, an S cor-
poration, and, except for C’s interest (de-
scribed below), X owns 100 percent of cor-
poration Y, a C corporation. Individual C
holds an instrument issued by Y that is con-
sidered to be equity under general principles
of tax law but would satisfy the definition of
straight debt under §1.1361-1(1)(5) if Y were
an S corporation. In determining whether X
owns 100 percent of Y for purposes of making
the QSub election, the instrument held by C
is not considered outstanding stock. In addi-
tion, under §1.1361-1(1)(5)(v), the QSub elec-
tion is not treated as an exchange of debt for
stock with respect to such instrument, and
§1.1361-1(I)(5)(iv) applies to determine the
tax treatment of payments on the instru-
ment while Y’s QSub election is in effect.

[T.D. 8869, 65 FR 3849, Jan. 25, 2000]

§1.1361-3 QSub election.

(@) Time and manner of making
election—(1) In general. The corporation
for which the QSub election is made
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must meet all the requirements of sec-
tion 1361(b)(3)(B) at the time the elec-
tion is made and for all periods for
which the election is to be effective.

(2) Manner of making election. Except
as provided in section 1361(b)(3)(D) and
§1.1361-5(c) (five-year prohibition on re-
election), an S corporation may elect
to treat an eligible subsidiary as a
QSub by filing a completed form to be
prescribed by the IRS. The election
form must be signed by a person au-
thorized to sign the S corporation’s re-
turn required to be filed under section
6037. Unless the election form provides
otherwise, the election must be sub-
mitted to the service center where the
subsidiary filed its most recent tax re-
turn (if applicable), and, if an S cor-
poration forms a subsidiary and makes
a valid QSub election (effective upon
the date of the subsidiary’s formation)
for the subsidiary, the election should
be submitted to the service center
where the S corporation filed its most
recent return.

(3) Time of making election. A QSub
election may be made by the S corpora-
tion parent at any time during the tax-
able year.

(4) Effective date of election. A QSub
election will be effective on the date
specified on the election form or on the
date the election form is filed if no
date is specified. The effective date
specified on the form cannot be more
than two months and 15 days prior to
the date of filing and cannot be more
than 12 months after the date of filing.
For this purpose, the definition of the
term month found in §1.1362-
6(a)(2)(ii)(C) applies. If an election form
specifies an effective date more than
two months and 15 days prior to the
date on which the election form is
filed, it will be effective two months
and 15 days prior to the date it is filed.
If an election form specifies an effec-
tive date more than 12 months after
the date on which the election is filed,
it will be effective 12 months after the
date it is filed.

(5) Example. The following example il-
lustrates the application of paragraph
(a)(4) of this section:

Example. X has been a calendar year S cor-
poration engaged in a trade or business for
several years. X acquires the stock of Y, a
calendar year C corporation, on April 1, 2002.

§1.1361-3

On August 10, 2002, X makes an election to
treat Y as a QSub. Unless otherwise specified
on the election form, the election will be ef-
fective as of August 10, 2002. If specified on
the election form, the election may be effec-
tive on some other date that is not more
than two months and 15 days prior to August
10, 2002, and not more than 12 months after
August 10, 2002.

(6) Extension of time for making a QSub
election. An extension of time to make
a QSub election may be available under
the procedures applicable under
§§301.9100-1 and 301.9100-3 of this chap-
ter.

(b) Revocation of QSub election—(1)
Manner of revoking QSub election. An S
corporation may revoke a QSub elec-
tion under section 1361 by filing a
statement with the service center
where the S corporation’s most recent
tax return was properly filed. The rev-
ocation statement must include the
names, addresses, and taxpayer identi-
fication numbers of both the parent S
corporation and the QSub, if any. The
statement must be signed by a person
authorized to sign the S corporation’s
return required to be filed under sec-
tion 6037.

(2) Effective date of revocation. The
revocation of a QSub election is effec-
tive on the date specified on the rev-
ocation statement or on the date the
revocation statement is filed if no date
is specified. The effective date specified
on the revocation statement cannot be
more than two months and 15 days
prior to the date on which the revoca-
tion statement is filed and cannot be
more than 12 months after the date on
which the revocation statement is
filed. If a revocation statement speci-
fies an effective date more than two
months and 15 days prior to the date on
which the statement is filed, it will be
effective two months and 15 days prior
to the date it is filed. If a revocation
statement specifies an effective date
more than 12 months after the date on
which the statement is filed, it will be
effective 12 months after the date it is
filed.

(3) Revocation after termination. A rev-
ocation may not be made after the oc-
currence of an event that renders the
subsidiary ineligible for QSub status
under section 1361(b)(3)(B).

(4) Revocation before QSub election ef-
fective. For purposes of Section
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1361(b)(3)(D) and §1.1361-5(c) (five-year
prohibition on re-election), a revoca-
tion effective on the first day the QSub
election was to be effective will not be
treated as a termination of a QSub
election.

[T.D. 8869, 65 FR 3850, Jan. 25, 2000]

§1.1361-4 Effect of QSub election.

(a) Separate existence ignored—(1) In
general. Except as otherwise provided
in paragraph (a)(3) of this section, for
Federal tax purposes—

(i) A corporation which is a QSub
shall not be treated as a separate cor-
poration; and

(if) All assets, liabilities, and items
of income, deduction, and credit of a
QSub shall be treated as assets, liabil-
ities, and items of income, deduction,
and credit of the S corporation.

(2) Liquidation of subsidiary—(i) In
general. If an S corporation makes a
valid QSub election with respect to a
subsidiary, the subsidiary is deemed to
have liquidated into the S corporation.
Except as provided in paragraph (a)(5)
of this section, the tax treatment of
the liquidation or of a larger trans-
action that includes the liquidation
will be determined under the Internal
Revenue Code and general principles of
tax law, including the step transaction
doctrine. Thus, for example, if an S
corporation forms a subsidiary and
makes a valid QSub election (effective
upon the date of the subsidiary’s for-
mation) for the subsidiary, the transfer
of assets to the subsidiary and the
deemed liquidation are disregarded,
and the corporation will be deemed to
be a QSub from its inception.

(ii) Examples. The following examples
illustrate the application of this para-
graph (a)(2)(i) of this section:

Example 1. Corporation X acquires all of
the outstanding stock of solvent corporation
Y from an unrelated individual for cash and
short-term notes. Thereafter, as part of the
same plan, X immediately makes an S elec-
tion and a QSub election for Y. Because X
acquired all of the stock of Y in a qualified
stock purchase within the meaning of sec-
tion 338(d)(3), the liquidation described in
paragraph (a)(2) of this section is respected
as an independent step separate from the
stock acquisition, and the tax consequences
of the liquidation are determined under sec-
tions 332 and 337.
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Example 2. Corporation X, pursuant to a
plan, acquires all of the outstanding stock of
corporation Y from the shareholders of Y
solely in exchange for 10 percent of the vot-
ing stock of X. Prior to the transaction, Y
and its shareholders are unrelated to X.
Thereafter, as part of the same plan, X im-
mediately makes an S election and a QSub
election for Y. The transaction is a reorga-
nization described in section 368(a)(1)(C), as-
suming the other conditions for reorganiza-
tion treatment (e.g., continuity of business
enterprise) are satisfied.

Example 3. After the expiration of the tran-
sition period provided in paragraph (a)(5)(i)
of this section, individual A, pursuant to a
plan, contributes all of the outstanding
stock of Y to his wholly owned S corpora-
tion, X, and immediately causes X to make
a QSub election for Y. The transaction is a
reorganization under section 368(a)(1)(D), as-
suming the other conditions for reorganiza-
tion treatment (e.g., continuity of business
enterprise) are satisfied. If the sum of the
amount of liabilities of Y treated as assumed
by X exceeds the total of the adjusted basis
of the property of Y, then section 357(c) ap-
plies and such excess is considered as gain
from the sale or exchange of a capital asset
or of property which is not a capital asset, as
the case may be.

(iii) Adoption of plan of liquidation.
For purposes of satisfying the require-
ment of adoption of a plan of liquida-
tion under section 332, unless a formal
plan of liquidation that contemplates
the QSub election is adopted on an ear-
lier date, the making of the QSub elec-
tion is considered to be the adoption of
a plan of liquidation immediately be-
fore the deemed liquidation described
in paragraph (a)(2)(i) of this section.

(iv) Example. The following example
illustrates the application of paragraph
(a)(2)(iii) of this section:

Example. Corporation X owns 75 percent of
a solvent corporation Y, and individual A
owns the remaining 25 percent of Y. As part
of a plan to make a QSub election for Y, X
causes Y to redeem A’s 25 percent interest on
June 1 for cash and makes a QSub election
for Y effective on June 3. The making of the
QSub election is considered to be the adop-
tion of a plan of liquidation immediately be-
fore the deemed liquidation. The deemed lig-
uidation satisfies the requirements of sec-
tion 332.

(v) Stock ownership requirements of sec-
tion 332. The deemed exercise of an op-
tion under §1.1504-4 and any instru-
ments, obligations, or arrangements
that are not considered stock under

712



Internal Revenue Service, Treasury

§1.1361-2(b)(2) are disregarded in deter-
mining if the stock ownership require-
ments of section 332(b) are met with re-
spect to the deemed liquidation pro-
vided in paragraph (a)(2)(i) of this sec-
tion.

(3) Treatment of banks—(i) In general.
If an S corporation is a bank, or if an
S corporation makes a valid QSub elec-
tion for a subsidiary that is a bank,
any special rules applicable to banks
under the Internal Revenue Code con-
tinue to apply separately to the bank
parent or bank subsidiary as if the
deemed liquidation of any QSub under
paragraph (a)(2) of this section had not
occurred (except as other published
guidance may apply section 265(b) and
section 291(a)(3) and (e)(1)(B) not only
to the bank parent or bank subsidiary
but also to any QSub deemed to have
liqguidated under paragraph (a)(2) of
this section). For any QSub that is a
bank, however, all assets, liabilities,
and items of income, deduction, and
credit of the QSub, as determined in
accordance with the special bank rules,
are treated as assets, liabilities, and
items of income, deduction, and credit
of the S corporation. For purposes of
this paragraph (a)(3)(i), the term bank
has the same meaning as in section 581.

(ii) Examples. The following examples
illustrate the application of this para-

graph (2)(3):

Example 1. X, an S corporation, is a bank as
defined in section 581. X owns 100 percent of
Y and Z, corporations for which valid QSub
elections are in effect. Y is a bank as defined
in section 581, and Z is not a financial insti-
tution. Pursuant to paragraph (a)(3)(i) of this
section, any special rules applicable to banks
under the Internal Revenue Code continue to
apply separately to X and Y and do not apply
to Z. Thus, for example, section 265(b), which
provides special rules for interest expense
deductions of banks, applies separately to X
and Y. That is, X and Y each must make a
separate determination under section 265(b)
of interest expense allocable to tax-exempt
interest, and no deduction is allowed for that
interest expense. Section 265(b) does not
apply to Z except as published guidance may
provide otherwise.

Example 2. X, an S corporation, is a bank
holding company and thus is not a bank as
defined in section 581. X owns 100 percent of
Y, a corporation for which a valid QSub elec-
tion is in effect. Y is a bank as defined in
section 581. Pursuant to paragraph (a)(3)(i) of
this section, any special rules applicable to
banks under the Internal Revenue Code con-
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tinue to apply to Y and do not apply to X.
However, all of Y’s assets, liabilities, and
items of income, deduction, and credit, as
determined in accordance with the special
bank rules, are treated as those of X. Thus,
for example, section 582(c), which provides
special rules for sales and exchanges of debt
by banks, applies only to sales and ex-
changes by Y. However, any gain or loss on
such a transaction by Y that is considered
ordinary income or ordinary loss pursuant to
section 582(c) is treated as ordinary income
or ordinary loss of X.

(iii) Effective date. This paragraph
(a)(3) applies to taxable years begin-
ning after December 31, 1996.

(4) Treatment of stock of QSub. Except
for purposes of section 1361(b)(3)(B)(i)
and §1.1361-2(a)(1), the stock of a QSub
shall be disregarded for all Federal tax
purposes.

(5) Transitional relief—(i) General rule.
If an S corporation and another cor-
poration (the related corporation) are
persons specified in section 267(b) prior
to an acquisition by the S corporation
of some or all of the stock of the re-
lated corporation followed by a QSub
election for the related corporation,
the step transaction doctrine will not
apply to determine the tax con-
sequences of the acquisition. This para-
graph (a)(5) shall apply to QSub elec-
tions effective before January 1, 2001.

(ii) Examples. The following examples
illustrate the application of this para-
graph (a2)(5):

Example 1. Individual A owns 100 percent of
the stock of X, an S corporation. X owns 79
percent of the stock of Y, a solvent corpora-
tion, and A owns the remaining 21 percent.
On May 4, 1998, A contributes its Y stock to
X in exchange for X stock. X makes a QSub
election with respect to Y effective imme-
diately following the transfer. The liquida-
tion described in paragraph (a)(2) of this sec-
tion is respected as an independent step sep-
arate from the stock acquisition, and the tax
consequences of the liquidation are deter-
mined under sections 332 and 337. The con-
tribution by A of the Y stock qualifies under
section 351, and no gain or loss is recognized
by A, X, orY.

Example 2. Individual A owns 100 percent of
the stock of two solvent S corporations, X
and Y. On May 4, 1998, A contributes the
stock of Y to X. X makes a QSub election
with respect to Y immediately following the
transfer. The liquidation described in para-
graph (a)(2) of this section is respected as an
independent step separate from the stock ac-
quisition, and the tax consequences of the
liquidation are determined under sections
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332 and 337. The contribution by A of the Y
stock to X qualifies under section 351, and no
gain or loss is recognized by A, X, or Y. Y is
not treated as a C corporation for any period
solely because of the transfer of its stock to
X, an ineligible shareholder. Compare Exam-
ple 3 of §1.1361-4(a)(2)(ii).

(b) Timing of the liquidation—(1) In
general. Except as otherwise provided
in paragraph (b)(3) or (4) of this sec-
tion, the liquidation described in para-
graph (a)(2) of this section occurs at
the close of the day before the QSub
election is effective. Thus, for example,
if a C corporation elects to be treated
as an S corporation and makes a QSub
election (effective the same date as the
S election) with respect to a sub-
sidiary, the liquidation occurs imme-
diately before the S election becomes
effective, while the S electing parent is
still a C corporation.

(2) Application to elections in tiered sit-
uations. When QSub elections for a
tiered group of subsidiaries are effec-
tive on the same date, the S corpora-
tion may specify the order of the lig-
uidations. If no order is specified, the
liquidations that are deemed to occur
as a result of the QSub elections will be
treated as occurring first for the lowest
tier entity and proceed successively up-
ward until all of the liquidations under
paragraph (a)(2) of this section have oc-
curred. For example, S, an S corpora-
tion, owns 100 percent of C, the com-
mon parent of an affiliated group of
corporations that includes X and Y. C
owns all of the stock of X and X owns
all of the stock of Y. S elects under
§1.1361-3 to treat C, X and Y as QSubs
effective on the same date. If no order
is specified for the elections, the fol-
lowing liquidations are deemed to
occur as a result of the elections, with
each successive liquidation occuring on
the same day immediately after the
preceding liquidation: Y is treated as
liquidating into X, then X is treated as
liquidating into C, and finally C is
treated as liquidating into S.

(3) Acquisitions. (i) In general. If an S
corporation does not own 100 percent of
the stock of the subsidiary on the day
before the QSub election is effective,
the liquidation described in paragraph
(a)(2) of this section occurs imme-
diately after the time at which the S
corporation first owns 100 percent of
the stock.
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(ii) Special rules for acquired S corpora-
tions. Except as provided in paragraph
(b)(4) of this section, if a corporation
(Y) for which an election under section
1362(a) was in effect is acquired, and a
QSub election is made effective on the
day Y is acquired, Y is deemed to lig-
uidate into the S corporation at the be-
ginning of the day the termination of
its S election is effective. As a result,
if corporation X acquires Y, an S cor-
poration, and makes an S election for
itself and a QSub election for Y effec-
tive on the day of acquisition, Y
liquidates into X at the beginning of
the day when X’s S election is effec-
tive, and there is no period between the
termination of Y’s S election and the
deemed liquidation of Y during which
Y is a C corporation. Y’s taxable year
ends for all Federal income tax pur-
poses at the close of the preceding day.
Furthermore, if Y owns Z, a corpora-
tion for which a QSub election was in
effect prior to the acquisition of Y by
X, and X makes QSub elections for Y
and Z, effective on the day of acquisi-
tion, the transfer of assets to Z and the
deemed liquidation of Z are dis-
regarded. See §§1.1361-4(a)(2) and 1.1361-
5(b)(1) ().

(4) Coordination with section 338 elec-
tion. An S corporation that makes a
qualified stock purchase of a target
may make an election under section
338 with respect to the acquisition if it
meets the requirements for the elec-
tion, and may make a QSub election
with respect to the target. If an S cor-
poration makes an election under sec-
tion 338 with respect to a subsidiary ac-
quired in a qualified stock purchase, a
QSub election made with respect to
that subsidiary is not effective before
the day after the acquisition date
(within the meaning of section
338(h)(2)). If the QSub election is effec-
tive on the day after the acquisition
date, the liquidation under paragraph
(a)(2) of this section occurs imme-
diately after the deemed asset purchase
by the new target corporation under
section 338. If an S corporation makes
an election under section 338 (without
a section 338(h)(10) election) with re-
spect to a target, the target must file
a final return as a C corporation re-
flecting the deemed sale. See §1.338-
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10(a). If the target was an S corpora-
tion on the day before the acquisition
date, the final return as a C corpora-
tion must reflect the activities of the
target for the acquisition date, includ-
ing the deemed sale. See §1.338-10(a)(3).

(c) Carryover of disallowed losses and
deductions. If an S corporation (S1) ac-
quires the stock of another S corpora-
tion (S2), and S1 makes a QSub elec-
tion with respect to S2 effective on the
day of the acquisition, see §1.1366-
2(c)(1) for provisions relating to the
carryover of losses and deductions with
respect to a former shareholder of S2
that may be available to that share-
holder as a shareholder of S1.

(d) Examples. The following examples
illustrate the application of this sec-
tion:

Example 1. X, an S corporation, owns 100
percent of the stock of Y, a C corporation.
On June 2, 2002, X makes a valid QSub elec-
tion for Y, effective June 2, 2002. Assume
that, under general principles of tax law, in-
cluding the step transaction doctrine, X’s ac-
quisition of the Y stock and the subsequent
QSub election would not be treated as re-
lated. The liquidation described in paragraph
(a)(2) of this section occurs at the close of
the day on June 1, 2002, the day before the
QSub election is effective, and the plan of
liquidation is considered adopted on that
date. Y’s taxable year and separate existence
for Federal tax purposes end at the close of
June 1, 2002.

Example 2. X, a C corporation, owns 100 per-
cent of the stock of Y, another C corpora-
tion. On December 31, 2002, X makes an elec-
tion under section 1362 to be treated as an S
corporation and a valid QSub election for Y,
both effective January 1, 2003. Assume that,
under general principles of tax law, including
the step transaction doctrine, X’s acquisi-
tion of the Y stock and the subsequent QSub
election would not be treated as related. The
liquidation described in paragraph (a)(2) of
this section occurs at the close of December
31, 2002, the day before the QSub election is
effective. The QSub election for Y is effec-
tive on the same day that X’s S election is
effective, and the deemed liquidation is
treated as occurring before the S election is
effective, when X is still a C corporation. Y’s
taxable year ends at the close of December
31, 2002. See §1.381(b)-1.

Example 3. On June 1, 2002, X, an S corpora-
tion, acquires 100 percent of the stock of Y,
an existing S corporation, for cash in a
transaction meeting the requirements of a
qualified stock purchase (QSP) under section
338. X immediately makes a QSub election
for Y effective June 2, 2002, and also makes
a joint election under section 338(h)(10) with
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the shareholder of Y. Under section 338(a)
and §1.338(h)(10)-1(d)(3), Y is treated as hav-
ing sold all of its assets at the close of the
acquisition date, June 1, 2002. Y is treated as
a new corporation which purchased all of
those assets as of the beginning of June 2,
2002, the day after the acquisition date. Sec-
tion 338(a)(2). The QSub election is effective
on June 2, 2002, and the liquidation under
paragraph (a)(2) of this section occurs imme-
diately after the deemed asset purchase by
the new corporation.

Example 4. X, an S corporation, owns 100
percent of Y, a corporation for which a QSub
election is in effect. On May 12, 2002, a date
on which the QSub election is in effect, X
issues Y a $10,000 note under state law that
matures in ten years with a market rate of
interest. Y is not treated as a separate cor-
poration, and X’s issuance of the note to Y
on May 12, 2002, is disregarded for Federal
tax purposes.

Example 5. X, an S corporation, owns 100
percent of the stock of Y, a C corporation. At
a time when Y is indebted to X in an amount
that exceeds the fair market value of Y’s as-
sets, X makes a QSub election effective on
the date it is filed with respect to Y. The lig-
uidation described in paragraph (a)(2) of this
section does not qualify under sections 332
and 337 and, thus, Y recognizes gain or loss
on the assets distributed, subject to the limi-
tations of section 267.

[T.D. 8869, 65 FR 3850, Jan. 25, 2000; 65 FR
16318, Mar. 28, 2000; T.D. 8940, 66 FR 9929, 9957,
Feb. 13, 2001]

§1.1361-5 Termination of QSub elec-
tion.

(@) In general—(1) Effective date. The
termination of a QSub election is effec-
tive—

(i) On the effective date contained in
the revocation statement if a QSub
election is revoked under §1.1361-3(b);

(i) At the close of the last day of the
parent’s last taxable year as an S cor-
poration if the parent’s S election ter-
minates under §1.1362-2; or

(iii) At the close of the day on which
an event (other than an event described
in paragraph (a)(1)(ii) of this section)
occurs that renders the subsidiary in-
eligible for QSub status under section
1361(b)(3)(B).

(2) Information to be provided upon ter-
mination of QSub election by failure to
qualify as a QSub. If a QSub election
terminates because an event renders
the subsidiary ineligible for QSub sta-
tus, the S corporation must attach to
its return for the taxable year in which
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the termination occurs a notification
that a QSub election has terminated,
the date of the termination, and the
names, addresses, and employer identi-
fication numbers of both the parent
corporation and the QSub.

(3) QSub joins a consolidated group. If
a QSub election terminates because the
S corporation becomes a member of a
consolidated group (and no election
under section 338(g) is made) the prin-
ciples of §1.1502-76(b)(1)(ii)(A)(2) (relat-
ing to a special rule for S corporations
that join a consolidated group) apply
to any QSub of the S corporation that
also becomes a member of the consoli-
dated group at the same time as the S
corporation. See Example 4 of para-
graph (a)(4) of this section.

(4) Examples. The following examples il-
lustrate the application of this paragraph

(a):

Example 1. Termination because parent’s S
election terminates. X, an S corporation, owns
100 percent of Y. A QSub election is in effect
with respect to Y for 2001. Effective on Janu-
ary 1, 2002, X revokes its S election. Because
X is no longer an S corporation, Y no longer
qualifies as a QSub at the close of December
31, 2001.

Example 2. Termination due to transfer of
QSub stock. X, an S corporation, owns 100
percent of Y. A QSub election is in effect
with respect to Y. On December 10, 2002, X
sells one share of Y stock to A, an indi-
vidual. Because X no longer owns 100 percent
of the stock of Y, Y no longer qualifies as a
QSub. Accordingly, the QSub election made
with respect to Y terminates at the close of
December 10, 2002.

Example 3. No termination on stock transfer
between QSub and parent. X, an S corpora-
tion, owns 100 percent of the stock of Y, and
Y owns 100 percent of the stock of Z. QSub
elections are in effect with respect to both Y
and Z. Y transfers all of its Z stock to X. Be-
cause X is treated as owning the stock of Z
both before and after the transfer of stock
solely for purposes of determining whether
the requirements of section 1361(b)(3)(B)(i)
and §1.1361-2(a)(1) have been satisfied, the
transfer of Z stock does not terminate Z’s
QSub election. Because the stock of Z is dis-
regarded for all other Federal tax purposes,
no gain is recognized under section 311.

Example 4. Termination due to acquisition of
S parent by a consolidated group. X, an S cor-
poration, owns 100 percent of Y, a corpora-
tion for which a QSub election is in effect. Z,
the common parent of a consolidated group
of corporations, acquires 80 percent of the
stock of X on June 1, 2002. Z does not make
an election under section 338(g) with respect
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to the purchase of X stock. X’s S election
terminates as of the close of the preceding
day, May 31, 2002. Y’s QSub election also ter-
minates at the close of May 31, 2002. Under
§1.1502-76(b)(1)(ii)(A)(2) and paragraph (a)(3)
of this section, X and Y become members of
Z’s consolidated group of corporations as of
the beginning of the day June 1, 2002.

Example 5. Termination due to acquisition of
QSub by a consolidated group. The facts are
the same as in Example 4, except that Z ac-
quires 80 percent of the stock of Y (instead of
X) on June 1, 2002. In this case, Y’s QSub
election terminates as of the close of June 1,
2002, and, under §1.1502-76(b)(1)(ii)(A)(1), Y
becomes a member of the consolidated group
at that time.

(b) Effect of termination of QSub
election—(1) Formation of new
corporation—(i) In general. If a QSub
election terminates under paragraph
(a) of this section, the former QSub is
treated as a new corporation acquiring
all of its assets (and assuming all of its
liabilities) immediately before the ter-
mination from the S corporation par-
ent in exchange for stock of the new
corporation. The tax treatment of this
transaction or of a larger transaction
that includes this transaction will be
determined under the Internal Revenue
Code and general principles of tax law,
including the step transaction doc-
trine. For purposes of determining the
application of section 351 with respect
to this transaction, instruments, obli-
gations, or other arrangements that
are not treated as stock of the QSub
under §1.1361-2(b) are disregarded in de-
termining control for purposes of sec-
tion 368(c) even if they are equity
under general principles of tax law.

(if) Termination for tiered QSubs. If
QSub elections terminate for tiered
QSubs on the same day, the formation
of any higher tier subsidiary precedes
the formation of its lower tier sub-
sidiary. See Example 6 in paragraph
(b)(3) of this section.

(2) Carryover of disallowed losses and
deductions. If a QSub terminates be-
cause the S corporation distributes the
QSub stock to some or all of the S cor-
poration’s shareholders in a trans-
action to which section 368(a)(1)(D) ap-
plies by reason of section 355 (or so
much of section 356 as relates to sec-
tion 355), see §1.1366-2(c)(2) for provi-
sions relating to the carryover of dis-
allowed losses and deductions that may
be available.
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(3) Examples. The following examples
illustrate the application of this para-

graph (b):

Example 1. X, an S corporation, owns 100 per-
cent of the stock of Y, a corporation for which
a QSub election is in effect. X sells 21 percent
of the Y stock to Z, an unrelated corpora-
tion, for cash, thereby terminating the QSub
election. Y is treated as a new corporation
acquiring all of its assets (and assuming all
of its liabilities) in exchange for Y stock im-
mediately before the termination from the S
corporation. The deemed exchange by X of
assets for Y stock does not qualify under sec-
tion 351 because X is not in control of Y
within the meaning of section 368(c) imme-
diately after the transfer as a result of the
sale of stock to Z. Therefore, X must recog-
nize gain, if any, on the assets transferred to
Y in exchange for its stock. X’s losses, if
any, on the assets transferred are subject to
the limitations of section 267.

Example 2. (i) X, an S corporation, owns 100
percent of the stock of Y, a corporation for
which a QSub election is in effect. As part of
a plan to sell a portion of Y, X causes Y to
merge into T, a limited liability company
wholly owned by X that is disregarded as an
entity separate from its owner for Federal
tax purposes. X then sells 21 percent of T to
Z, an unrelated corporation, for cash. Fol-
lowing the sale, no entity classification elec-
tion is made under §301.7701-3(c) of this chap-
ter to treat the limited liability company as
an association for Federal tax purposes.

(ii) The merger of Y into T causes a termi-
nation of Y’s QSub election. The new cor-
poration (Newco) that is formed as a result
of the termination is immediately merged
into T, an entity that is disregarded for Fed-
eral tax purposes. Because, at the end of the
series of transactions, the assets continue to
be held by X for Federal tax purposes, under
step transaction principles, the formation of
Newco and the transfer of assets pursuant to
the merger of Newco into T are disregarded.
The sale of 21 percent of T is treated as a
sale of a 21 percent undivided interest in
each of T’s assets. Immediately thereafter, X
and Z are treated as contributing their re-
spective interests in those assets to a part-
nership in exchange for ownership interests
in the partnership.

(iii) Under section 1001, X recognizes gain
or loss from the deemed sale of the 21 per-
cent interest in each asset of the limited li-
ability company to Z. Under section 721(a),
no gain or loss is recognized by X and Z as a
result of the deemed contribution of their re-
spective interests in the assets to the part-
nership in exchange for ownership interests
in the partnership.

Example 3. Assume the same facts as in Ex-
ample 1, except that, instead of purchasing Y
stock, Z contributes to Y an operating asset
in exchange for 21 percent of the Y stock. Y
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is treated as a new corporation acquiring all
of its assets (and assuming all of its liabil-
ities) in exchange for Y stock immediately
before the termination. Because X and Z are
co-transferors that control the transferee
immediately after the transfer, the trans-
action qualifies under section 351.

Example 4. X, an S corporation, owns 100
percent of the stock of Y, a corporation for
which a QSub election is in effect. X distrib-
utes all of the Y stock pro rata to its share-
holders, and the distribution terminates the
QSub election. The transaction can qualify
as a distribution to which sections
368(a)(1)(D) and 355 apply if the transaction
otherwise satisfies the requirements of those
sections.

Example 5. X, an S corporation, owns 100
percent of the stock of Y, a corporation for
which a QSub election is in effect. X subse-
quently revokes the QSub election. Y is
treated as a new corporation acquiring all of
its assets (and assuming all of its liabilities)
immediately before the revocation from its S
corporation parent in a deemed exchange for
Y stock. On a subsequent date, X sells 21 per-
cent of the stock of Y to Z, an unrelated cor-
poration, for cash. Assume that under gen-
eral principles of tax law including the step
transaction doctrine, the sale is not taken
into account in determining whether X is in
control of Y immediately after the deemed
exchange of assets for stock. The deemed ex-
change by X of assets for Y stock and the
deemed assumption by Y of its liabilities
qualify under section 351 because, for pur-
poses of that section, X is in control of Y
within the meaning of section 368(c) imme-
diately after the transfer.

Example 6. (i) X, an S corporation, owns 100
percent of the stock of Y, and Y owns 100 per-
cent of the stock of Z. Y and Z are corpora-
tions for which QSub elections are in effect.
X subsequently revokes the QSub elections
and the effective date specified on each rev-
ocation statement is June 26, 2002, a date
that is less than 12 months after the date on
which the revocation statements are filed.

(ii) Immediately before the QSub elections
terminate, Y is treated as a new corporation
acquiring all of its assets (and assuming all
of its liabilities) directly from X in exchange
for the stock of Y. Z is treated as a new cor-
poration acquiring all of its assets (and as-
suming all of its liabilities) directly from Y
in exchange for the stock of Z.

Example 7. (i) The facts are the same as in
Example 6, except that, prior to June 26, 2002
(the effective date of the revocations), Y dis-
tributes the Z stock to X under state law.

(ii) Immediately before the QSub elections
terminate, Y is treated as a new corporation
acquiring all of its assets (and assuming all
of its liabilities) directly from X in exchange
for the stock of Y. Z is also treated as a new
corporation acquiring all of its assets (and
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assuming all of its liabilities) directly from
X in exchange for the stock of Z.

Example 8. Merger of parent into QSub. X, an
S corporation, owns 100 percent of the stock
of Y, a corporation for which a QSub election
is in effect. X merges into Y under state law,
causing the QSub election for Y to termi-
nate, and Y survives the merger. The forma-
tion of the new corporation, Y, and the
merger of X into Y can qualify as a reorga-
nization described in section 368(a)(1)(F) if
the transaction otherwise satisfies the re-
quirements of that section.

Example 9. Transfer of 100 percent of QSub.
X, an S corporation, owns 100 percent of the
stock of Y, a corporation for which a QSub
election is in effect. Z, an unrelated C cor-
poration, acquires 100 percent of the stock of
Y. The deemed formation of Y by X (as a
consequence of the termination of Y’s QSub
election) is disregarded for Federal income
tax purposes. The transaction is treated as a
transfer of the assets of Y to Z, followed by
Z’s transfer of these assets to the capital of
Y in exchange for Y stock. Furthermore, if Z
is an S corporation and makes a QSub elec-
tion for Y effective as of the acquisition, Z’s
transfer of the assets of Y in exchange for Y
stock, followed by the immediate liquidation
of Y as a consequence of the QSub election
are disregarded for Federal income tax pur-
poses.

(c) Election after QSub termination—(1)
In general. Absent the Commissioner’s
consent, and except as provided in
paragraph (c)(2) of this section, a cor-
poration whose QSub election has ter-
minated under paragraph (a) of this
section (or a successor corporation as
defined in§1.1362-5(b)) may not make
an S election under section 1362 or have
a QSub election under section
1361(b)(3)(B)(ii) made with respect to it
for five taxable years (as described in
section 1361(b)(3)(D)). The Commis-
sioner may permit an S election by the
corporation or a new QSub election
with respect to the corporation before
the five-year period expires. The cor-
poration requesting consent to make
the election has the burden of estab-
lishing that, under the relevant facts
and circumstances, the Commissioner
should consent to a new election.

(2) Exception. In the case of S and
QSub elections effective after Decem-
ber 31, 1996, if a corporation’s QSub
election terminates, the corporation
may, without requesting the Commis-
sioner’s consent, make an S election or
have a QSub election made with re-
spect to it before the expiration of the
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five-year period described in section
1361(b)(3)(D) and paragraph (c)(1) of this
section, provided that—

(i) Immediately following the termi-
nation, the corporation (or its suc-
cessor corporation) is otherwise eligi-
ble to make an S election or have a
QSub election made for it; and

(ii) The relevant election is made ef-
fective immediately following the ter-
mination of the QSub election.

(3) Examples. The following examples
illustrate the application of this para-
graph (c):

Example 1. Termination upon distribution of
QSub stock to shareholders of parent. X, an S
corporation, owns Y, a QSub. X distributes
all of its Y stock to X’s shareholders. The
distribution terminates the QSub election
because Y no longer satisfies the require-
ments of a QSub. Assuming Y is otherwise
eligible to be treated as an S corporation,
Y’s shareholders may elect to treat Y as an
S corporation effective on the date of the
stock distribution without requesting the
Commissioner’s consent.

Example 2. Sale of 100 percent of QSub stock.
X, an S corporation, owns Y, a QSub. X sells
100 percent of the stock of Y to Z, an unre-
lated S corporation. Z may elect to treat Y
as a QSub effective on the date of purchase
without requesting the Commissioner’s con-
sent.

[T.D. 8869, 65 FR 3852, Jan. 25, 2000; 65 FR
16318, Mar. 28, 2000, as amended by T.D. 8869,
67 FR 65313, Oct. 24, 2002]

8§1.1361-6 Effective date.

Except as provided in §§1.1361-
4(a)(3)(iii), 1.1361-4(a)(5)(i), and 1.1361-
5(c)(2), the provisions of §§1.1361-2
through 1.1361-5 apply to taxable years
beginning on or after January 20, 2000;
however, taxpayers may elect to apply
the regulations in whole, but not in
part (aside from those sections with
special dates of applicability), for tax-
able years beginning on or after Janu-
ary 1, 2000, provided all affected tax-
payers apply the regulations in a con-
sistent manner. To make this election,
the corporation and all affected tax-
payers must file a return or an amend-
ed return that is consistent with these
rules for the taxable year for which the
election is made. For purposes of this
section, affected taxpayers means all
taxpayers whose returns are affected
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by the election to apply the regula-
tions.

[T.D. 8869, 65 FR 3854, Jan. 25, 2000]

§1.1362-0 Table of contents.

This section lists the captions that
appear in the regulations under section
1362.

§1.1362-1 Election to be an S corporation.

(a) In general.
(b) Years for which election is effective.

§1.1362-2 Termination of election.

(a) Termination by revocation.

(1) In general.

(2) When effective.

(i) In general.

(ii) Revocations specifying a prospective
revocation date.

(3) Effect on taxable year of corporation.

(4) Rescission of a revocation.

(b) Termination by reason of corporation
ceasing to be a small business corporation.

(1) In general.

(2) When effective.

(3) Effect on taxable year of corporation.

(c) Termination by reason of excess passive
investment income.

(1) In general.

(2) When effective.

(3) Subchapter C earnings and profits.

(4) Gross receipts.

(i) In general.

(ii) Special rules for sales of capital assets,
stock and securities.

(A) Sales of capital assets.

(B) Sales of stock or securities.

(1) In general.

(2) Treatment of certain liquidations.

(3) Definition of stock or securities.

(4) General partner interests.

(i) In general.

(ii) Exception.

(iii) Other exclusions from gross receipts.

(5) Passive investment income.

(i) In general.

(ii) Definitions.

(A) Royalties.

(1) In general.

(2) Royalties derived in the ordinary course
of a trade or business.

(3) Copyright, mineral, oil and gas, and ac-
tive business computer software royalties.

(B) Rents.

(1) In general.

(2) Rents derived in the active trade or
business of renting property.

(3) Produced film rents.

(4) Income from leasing self-produced tan-
gible property.

(C) Dividends.

(D) Interest.

(1) In general.

§1.1362-0

(2) Interest on obligations acquired in the
ordinary course of a trade or business.

(E) Annuities.

(F) Gross receipts from the sale of stock or
securities.

(G) Identified income.

(iii) Special rules.

(A) Options or commodities dealers.

(B) Treatment of certain lending, financing
and other businesses.

(1) In general.

(2) Directly derived.

(C) Payment to a patron of a cooperative.

(6) Examples.

§1.1362-3 Treatment of S termination year.

(a) In general.

(b) Allocations other than pro rata.

(1) Elections under section 1362(e)(3).

(2) Purchase of stock treated as an asset
purchase.

(3) 50 percent change in ownership during S
termination year.

(c) Special rules.

(1) S corporation that is a partner in a
partnership.

(2) Tax for the C short year.

(3) Each short year treated as taxable year.

(4) Year for carryover purposes.

(5) Due date for S short year return.

(6) Year in which income from S short year
is includible.

(d) Examples.

§1.1362-4 Inadvertent terminations.

(a) In general.

(b) Inadvertent termination.

(c) Corporation’s request for determination
of an inadvertent termination.

(d) Adjustments.
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(4) Rescission of a revocation.

(i) Manner of rescinding a revocation.

(ii) Time of rescinding a revocation.

(5) Election not to apply pro rata alloca-
tion.

(b) Shareholders’ consents.

(1) Manner of consents in general.

(2) Persons required to consent.

(i) Community interest in stock.

(ii) Minor.

(ii1) Estate.

(iv) Trust.

(3) Special rules for consent of shareholder
to election to be an S corporation.

(i) In general.

(ii) Examples.

(iii) Extension of time for filing consents
to an election.

(A) In general.

(B) Required consents.

§1.1362-7 Effective date.

(a) In general.
(b) Special effective date for passive in-
vestment income provisions.

§.1362-8 Dividends received from affiliated
subsidiaries.

(a) In general.

(b) Determination of active or passive
earnings and profits.

(1) In general.

(2) Lower tier subsidiaries.

(3) De minimis exception.

(4) Special rules for earnings and profits
accumulated by a C corporation prior to 80
percent acquisition.

(5) Gross receipts safe harbor.

(c) Allocating distributions to active or
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(1) Distributions from current earnings and
profits.
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ings and profits.

(3) Adjustments to active earnings and
profits.

(4) Special rules for consolidated groups.

(d) Examples.

(e) Effective date.

[T.D. 8449, 57 FR 55448, Nov. 25, 1992; 58 FR
3330, Jan. 8, 1993, as amended by T.D. 8869, 65
FR 3854, Jan. 25, 2000]

§1.1362-1 Election to be an S corpora-
tion.

(a) In general. Except as provided in
§1.1362-5, a small business corporation
as defined in section 1361 may elect to
be an S corporation under section
1362(a). An election may be made only
with the consent of all of the share-
holders of the corporation at the time
of the election. See §1.1362-6(a) for
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rules concerning the time and manner
of making this election.

(b) Years for which election is effective.
An election under section 1362(a) is ef-
fective for the entire taxable year of
the corporation for which it is made
and for all succeeding taxable years of
the corporation, until the election is
terminated.

[T.D. 8449, 57 FR 55449, Nov. 25, 1992]

§1.1362-2 Termination of election.

(a) Termination by revocation—(1) In
general. An election made under section
1362(a) is terminated if the corporation
revokes the election for any taxable
year of the corporation for which the
election is effective, including the first
taxable year. A revocation may be
made only with the consent of share-
holders who, at the time the revocation
is made, hold more than one-half of the
number of issued and outstanding
shares of stock (including non-voting
stock) of the corporation. See §1.1362-
6(a) for rules concerning the time and
manner of revoking an election made
under section 1362(a).

(2) When effective—(i) In general. Ex-
cept as provided in paragraph (a)(2)(ii)
of this section, a revocation made dur-
ing the taxable year and before the
16th day of the third month of the tax-
able year is effective on the first day of
the taxable year and a revocation made
after the 15th day of the third month of
the taxable year is effective for the fol-
lowing taxable year. If a corporation
makes an election to be an S corpora-
tion that is to be effective beginning
with the next taxable year and revokes
its election on or before the first day of
the next taxable year, the corporation
is deemed to have revoked its election
on the first day of the next taxable
year.

(ii) Revocations specifying a prospective
revocation date. If a corporation speci-
fies a date for revocation and the date
is expressed in terms of a stated day,
month, and year that is on or after the
date the revocation is filed, the revoca-
tion is effective on and after the date
so specified.

(3) Effect on taxable year of corpora-
tion. In the case of a corporation that
revokes its election to be an S corpora-
tion effective on the first day of the
first taxable year for which its election
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is to be effective, any statement made
with the election regarding a change in
the corporation’s taxable year has no
effect.

(4) Rescission of a revocation. A cor-
poration may rescind a revocation
made under paragraph (a)(2) of this sec-
tion at any time before the revocation
becomes effective. A rescission may be
made only with the consent of each
person who consented to the revocation
and by each person who became a
shareholder of the corporation within
the period beginning on the first day
after the date the revocation was made
and ending on the date on which the re-
scission is made. See §1.1362-6(a) for
rules concerning the time and manner
of rescinding a revocation.

(b) Termination by reason of corpora-
tion ceasing to be a small business
corporation—(1) In general. If a corpora-
tion ceases to be a small business cor-
poration, as defined in section 1361(b),
at any time on or after the first day of
the first taxable year for which its
election under section 1362(a) is effec-
tive, the election terminates. In the
event of a termination under this para-
graph (b)(1), the corporation should at-
tach to its return for the taxable year
in which the termination occurs a noti-
fication that a termination has oc-
curred and the date of the termination.

(2) When effective. If an election ter-
minates because of a specific event
that causes the corporation to fail to
meet the definition of a small business
corporation, the termination is effec-
tive as of the date on which the event
occurs. If a corporation makes an elec-
tion to be an S corporation that is ef-
fective beginning with the following
taxable year and is not a small busi-
ness corporation on the first day of
that following taxable year, the elec-
tion is treated as having terminated on
that first day. If a corporation is a
small business corporation on the first
day of the taxable year for which its
election is effective, its election does
not terminate even if the corporation
was not a small business corporation
during all or part of the period begin-
ning after the date the election was
made and ending before the first day of
the taxable year for which the election
is effective.

§1.1362-2

(3) Effect on taxable year of corpora-
tion. In the case of a corporation that
fails to meet the definition of a small
business corporation on the first day of
the first taxable year for which its
election to be an S corporation is to be
effective, any statement made with the
election regarding a change in the cor-
poration’s taxable year has no effect.

(c) Termination by reason of excess pas-
sive investment income—(1) In general. A
corporation’s election under section
1362(a) terminates if the corporation
has subchapter C earnings and profits
at the close of each of three consecu-
tive taxable years and, for each of
those taxable years, has passive invest-
ment income in excess of 25 percent of
gross receipts. See section 1375 for the
tax imposed on excess passive invest-
ment income.

(2) When effective. A termination
under this paragraph (c) is effective on
the first day of the first taxable year
beginning after the third consecutive
year in which the S corporation had ex-
cess passive investment income.

(3) Subchapter C earnings and profits.
For purposes of this paragraph (c), sub-
chapter C earnings and profits of a cor-
poration are the earnings and profits of
any corporation, including the S cor-
poration or an acquired or predecessor
corporation, for any period with re-
spect to which an election under sec-
tion 1362(a) (or under section 1372 of
prior law) was not in effect. The sub-
chapter C earnings and profits of an S
corporation are modified as required by
section 1371(c).

(4) Gross receipts—(i) In general. For
purposes of this paragraph (c), gross re-
ceipts generally means the total
amount received or accrued under the
method of accounting used by the cor-
poration in computing its taxable in-
come and is not reduced by returns and
allowances, cost of goods sold, or de-
ductions.

(ii) Special rules for sales of capital as-
sets, stock and securities—(A) Sales of
capital assets. For purposes of this para-
graph (c), gross receipts from the sales
or exchanges of capital assets (as de-
fined in section 1221), other than stock
and securities, are taken into account
only to the extent of capital gain net
income (as defined in section 1222).
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(B) Sales of stock or securities—(1) In
general. For purposes of this paragraph
(c), gross receipts from the sales or ex-
changes of stock or securities are
taken into account only to the extent
of gains therefrom. In addition, for pur-
poses of computing gross receipts from
sales or exchanges of stock or securi-
ties, losses do not offset gains.

(2) Treatment of certain liquidations.
Gross receipts from the sales or ex-
changes of stock or securities do not
include amounts described in section
1362(d)(3)(D)(iv), relating to the treat-
ment of certain liquidations. For pur-
poses of section 1362(d)(3)(D)(iv), stock
of the liquidating corporation owned
by an S corporation shareholder is not
treated as owned by the S corporation.

(3) Definition of stock or securities. For
purposes of this paragraph (c), stock or
securities includes shares or certificates
of stock, stock rights or warrants, or
an interest in any corporation (includ-
ing any joint stock company, insurance
company, association, or other organi-
zation classified as a corporation under
section 7701); an interest as a limited
partner in a partnership; certificates of
interest or participation in any profit-
sharing agreement, or in any oil, gas,
or other mineral property, or lease;
collateral trust certificates; voting
trust certificates; bonds; debentures;
certificates of indebtedness; notes; car
trust certificates; bills of exchange; or
obligations issued by or on behalf of a
State, Territory, or political subdivi-
sion thereof.

(4) General partner interests—(i) In gen-
eral. Except as provided in paragraph
(©) @) (ii)(B)(4)(ii) of this section, if an S
corporation disposes of a general part-
ner interest, the gain on the disposi-
tion is treated as gain from the sale of
stock or securities to the extent of the
amount the S corporation would have
received as a distributive share of gain
from the sale of stock or securities
held by the partnership if all of the
stock and securities held by the part-
nership had been sold by the partner-
ship at fair market value at the time
the S corporation disposes of the gen-
eral partner interest. In applying this
rule, the S corporation’s distributive
share of gain from the sale of stock or
securities held by the partnership is
not reduced to reflect any loss that
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would be recognized from the sale of
stock or securities held by the partner-
ship. In the case of tiered partnerships,
the rules of this section apply by look-
ing through each tier.

(ii) Exception. An S corporation that
disposes of a general partner interest
may treat the disposition, for purposes
of this paragraph (c), in the same man-
ner as the disposition of an interest as
a limited partner.

(iii) Other exclusions from gross re-
ceipts. For purposes of this paragraph
(c), gross receipts do not include—

(A) Amounts received in nontaxable
sales or exchanges except to the extent
that gain is recognized by the corpora-
tion on the sale or exchange; or

(B) Amounts received as a loan, as a
repayment of a loan, as a contribution
to capital, or on the issuance by the
corporation of its own stock.

(5) Passive investment income—(i) In
general. In general, passive investment
income means gross receipts (as defined
in paragraph (c)(4) of this section) de-
rived from royalties, rents, dividends,
interest, annuities, and gains from the
sales or exchanges of stock or securi-
ties.

(ii) Definitions. For purposes of this
paragraph (c)(5), the following defini-
tions apply:

(A) Royalties—(1) In general. Royalties
means all royalties, including mineral,
oil, and gas royalties, and amounts re-
ceived for the privilege of using pat-
ents, copyrights, secret processes and
formulas, good will, trademarks,
tradebrands, franchises, and other like
property. The gross amount of royal-
ties is not reduced by any part of the
cost of the rights under which the roy-
alties are received or by any amount
allowable as a deduction in computing
taxable income.

(2) Royalties derived in the ordinary
course of a trade or business. Royalties
does not include royalties derived in
the ordinary course of a trade or busi-
ness of franchising or licensing prop-
erty. Royalties received by a corpora-
tion are derived in the ordinary course
of a trade or business of franchising or
licensing property only if, based on all
the facts and circumstances, the cor-
poration—

(i) Created the property; or
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(ii) Performed significant services or
incurred substantial costs with respect
to the development or marketing of the
property.

(3) Copyright, mineral, oil and gas, and
active business computer software royal-
ties. Royalties does not include copy-
right royalties, nor mineral, oil and
gas royalties if the income from those
royalties would not be treated as per-
sonal holding company income under
sections 543 (a)(3) and (a)(4) if the cor-
poration were a C corporation;
amounts received upon disposal of tim-
ber, coal, or domestic iron ore with re-
spect to which the special rules of sec-
tions 631 (b) and (c) apply; and active
business computer software royalties
as defined under section 543(d) (without
regard to paragraph (d)(5) of section
543).

(B) Rents—(1) In general. Rents means
amounts received for the use of, or
right to use, property (whether real or
personal) of the corporation.

(2) Rents derived in the active trade or
business of renting property. Rents does
not include rents derived in the active
trade or business of renting property.
Rents received by a corporation are de-
rived in an active trade or business of
renting property only if, based on all
the facts and circumstances, the cor-
poration provides significant services
or incurs substantial costs in the rent-
al business. Generally, significant serv-
ices are not rendered and substantial
costs are not incurred in connection
with net leases. Whether significant
services are performed or substantial
costs are incurred in the rental busi-
ness is determined based upon all the
facts and circumstances including, but
not limited to, the number of persons
employed to provide the services and
the types and amounts of costs and ex-
penses incurred (other than deprecia-
tion).

(3) Produced film rents. Rents does not
include produced film rents as defined
under section 543(a)(5).

(4) Income from leasing self-produced
tangible property. Rents does not include
compensation, however designated, for
the use of, or right to use, any real or
tangible personal property developed,
manufactured, or produced by the tax-
payer, if during the taxable year the
taxpayer is engaged in substantial de-
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velopment, manufacturing, or produc-
tion of real or tangible personal prop-
erty of the same type.

(C) Dividends. Dividends includes divi-
dends as defined in section 316,
amounts to be included in gross income
under section 551 (relating to foreign
personal holding company income
taxed to U.S. shareholders), and con-
sent dividends as provided in section
565. See paragraphs (c)(5)(iii) (B) and
(C) of this section for special rules for
the treatment of certain dividends and
certain payments to a patron of a coop-
erative. See §1.1362-8 for special rules
regarding the treatment of dividends
received by an S corporation from a C
corporation in which the S corporation
holds stock meeting the requirements
of section 1504(a)(2).

(D) Interest—(1) In general. Interest
means any amount received for the use
of money (including tax-exempt inter-
est and amounts treated as interest
under section 483, 1272, 1274, or 7872).
See paragraph (c)(5)(iii)(B) of this sec-
tion for a special rule for the treat-
ment of interest derived in certain
businesses.

(2) Interest on obligations acquired in
the ordinary course of a trade or business.
Interest does not include interest on
any obligation acquired from the sale
of property described in section 1221(1)
or the performance of services in the
ordinary course of a trade or business
of selling the property or performing
the services.

(E) Annuities. Annuities means the en-
tire amount received as an annuity
under an annuity, endowment, or life
insurance contract, if any part of the
amount would be includible in gross in-
come under section 72.

(F) Gross receipts from the sale of stock
or securities. Gross receipts from the
sales or exchanges of stock or securi-
ties, as described in paragraph
(©)(4)(ii)(B) of this section, are passive
investment income to the extent of
gains  therefrom. See paragraph
(c)(5)(iii)(B) of this section for a special
rule for the treatment of gains derived
in certain businesses.

(G) Identified income. Passive invest-
ment income does not include income
identified by the Commissioner by reg-
ulations, revenue ruling, or revenue
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procedure as income derived in the or-
dinary course of a trade or business for
purposes of this section.

(iii) Special rules. For purposes of this
paragraph (c)(5), the following special
rules apply:

(A) Options or commodities dealers. In
the case of an options dealer or com-
modities dealer, passive investment in-
come does not include any gain or loss
(in the normal course of the taxpayer’s
activity of dealing in or trading section
1256 contracts) from any section 1256
contract or property related to the
contract. Options dealer, commodities
dealer, and section 1256 contract have the
same meaning as in section
1362(d)(3)(E)(ii).

(B) Treatment of certain lending, fi-
nancing and other business—(1) In gen-
eral. Passive investment income does not
include gross receipts that are directly
derived in the ordinary course of a
trade or business of—

(i) Lending or financing;

(ii) Dealing in property;

(iii) Purchasing or discounting ac-
counts receivable, notes, or install-
ment obligations; or

(iv) Servicing mortgages.

(2) Directly derived. For purposes of
this paragraph (c)(5)(iii)(B), gross re-
ceipts directly derived in the ordinary
course of business includes gain (as
well as interest income) with respect to
loans originated in a lending business,
or interest income (as well as gain)
from debt obligations of a dealer in
such obligations. However, interest
earned from the investment of idle
funds in short-term securities does not
constitute gross receipts directly de-
rived in the ordinary course of busi-
ness. Similarly, a dealer’s income or
gain from an item of property is not di-
rectly derived in the ordinary course of
its trade or business if the dealer held
the property for investment at any
time before the income or gain is rec-
ognized.

(C) Payment to a patron of a coopera-
tive. Passive investment income does not
include amounts included in the gross
income of a patron of a cooperative
(within the meaning of section 1381(a),
without regard to paragraph (2) (A) or
(C) of section 1381(a)) by reason of any
payment or allocation to the patron
based on patronage occurring in the
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case of a trade or business of the pa-
tron.

(6) Examples. The principles of para-
graphs (c)(4) and (c)(5) of this section
are illustrated by the following exam-
ples. Unless otherwise provided in an
example, S is an S corporation with
subchapter C earnings and profits, and
S’s gross receipts from operations are
gross receipts not derived from royal-
ties, rents, dividends, interest, annu-
ities, or gains from the sales or ex-
changes of stock or securities. S is a
calendar year taxpayer and its first
taxable year as an S corporation is
1993.

Example 1. Sales of capital assets, stock and
securities. (i) S uses an accrual method of ac-
counting and sells:

(1) A depreciable asset, held for more than
6 months, which is used in the corporation’s
business;

(2) A capital asset (other than stock or se-
curities) for a gain;

(3) A capital asset (other than stock or se-
curities) for a loss; and

(4) Securities.

S receives payment for each asset partly in
money and partly in the form of a note pay-
able at a future time, and elects not to re-
port the sales on the installment method.

(ii) The amount of money and the face
amount (or issue price if different) of the
note received for the business asset are con-
sidered gross receipts in the taxable year of
sale and are not reduced by the adjusted
basis of the property, costs of sale, or any
other amount. With respect to the sales of
the capital assets, gross receipts include the
cash down payment and face amount (or
issue price if different) of any notes, but only
to the extent of S’s capital gain net income.
In the case of the sale of the securities, gross
receipts include the cash down payment and
face amount (or issue price if different) of
the notes, but only to the extent of gain on
the sale. In determining gross receipts from
sales of securities, losses are not netted
against gains.

Example 2. Long-term contract reported on
percentage-of-completion method. S has a long-
term contract as defined in §1.460-1(b)(1)
with respect to which it reports income ac-
cording to the percentage-of-completion
method as described in §1.460-4(b). The por-
tion of the gross contract price which cor-
responds to the percentage of the entire con-
tract which has been completed during the
taxable year is included in S’s gross receipts
for the year.

Example 3. Income reported on installment
sale method. For its 1993 taxable year, S sells
personal property on the installment plan
and elects to report its taxable income from
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the sale of the property (other than property
qualifying as a capital asset or stock or secu-
rities) on the installment method in accord-
ance with section 453. The installment pay-
ment actually received in a given taxable
year of S is included in gross receipts for the
year.

Example 4. Partnership interests. In 1993, S
and two of its shareholders contribute cash
to form a general partnership, PRS. S re-
ceives a 50 percent interest in the capital and
profits of PRS. S formed PRS to indirectly
invest in marketable stocks and securities.
The only assets of PRS are the stock and se-
curities, and certain real and tangible per-
sonal property. In 1994, S needs cash in its
business and sells its partnership interest at
a gain rather than having PRS sell the mar-
ketable stock or securities that have appre-
ciated. Under paragraph (c)(4)(ii)(B)(4) of this
section, the gain on S’s disposition of its in-
terest is PRS is treated as gain from the sale
or exchange of stock or securities to the ex-
tent of the amount the distributive share of
gain S would have received from the sale of
stock or securities held by PRS if PRS had
sold all of its stock or securities at fair mar-
ket value at the time S disposed of its inter-
est in PRS.

Example 5. Royalties derived in ordinary
course of trade or business. (i) In 1993, S has
gross receipts of $75,000. Of this amount,
$5,000 is from royalty payments with respect
to Trademark A, $8,000 is from royalty pay-
ments with respect to Trademark B, and
$62,000 is gross receipts from operations. S
created Trademark A, but S did not create
Trademark B or perform significant services
or incur substantial costs with respect to the
development or marketing of Trademark B.

(ii) Because S created Trademark A, the
royalty payments with respect to Trademark
A are derived in the ordinary course of S’s
business and are not included within the def-
inition of royalties for purposes of deter-
mining S’s passive investment income. How-
ever, the royalty payments with respect to
Trademark B are included within the defini-
tion of royalties for purposes of determining
S’s passive investment income. See para-
graph (c)(5)(ii)(A) of this section. S’s passive
investment income for the year is $8,000, and
S’s passive investment income percentage
for the taxable year is 10.67% ($8,000/$75,000).
This does not exceed 25 percent of S’s gross
receipts and consequently the three-year pe-
riod described in section 1362(d)(3) does not
begin to run.

Example 6. Dividends; gain on sale of stock
derived in the ordinary course of trade or busi-
ness. (i) In 1993, S receives dividends of $10,000
on stock of corporations P and O, recognizes
a gain of $25,000 on sale of the P stock, and
recognizes a loss of $12,000 on sale of the O
stock. S held the P and O stock for invest-
ment, rather than for sale in the ordinary
course of a trade or business. S has gross re-
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ceipts from operations and from gain on the
sale of stock in the ordinary course of its
trade or business of $110,000.

(ii) S’s gross receipts are calculated as fol-
lows:

$110,000 Gross receipts from operations
and from gain on the sale of
stock in the ordinary course of a
trade or business
10,000 Gross dividend receipts
25,000 Gain on sale of P stock (Loss on O
stock not taken into account

145,000 Total gross receipts

(iif) S’s passsive investment income is de-
termined as follows:

$10,000 Gross dividend receipts
25,000 Gain on sale of P stock (Loss on O
stock not taken into account

35,000 Total passive investment income

(iv) S’s passive investment income percent-
age for its first year as an S corporation is
24.1% ($35,000/$145,000). This does not exceed
25 percent of S’s gross receipts and con-
sequently the three-year period described in
section 1362(d)(3) does not begin to run.

Example 7. Interest on accounts receivable;
netting of gain on sale of real property invest-
ments. (i) In 1993, S receives $6,000 of interest
on accounts receivable arising from S’s sales
of inventory property. S also received divi-
dends with respect to stock held for invest-
ment of $1,500. In addition, S sells two par-
cels of real property (Property J and Prop-
erty K) that S had purchased and held for in-
vestment. S sells Property J, in which S has
a basis of $5,000, for $10,000 (a gain of $5,000).
S sells Property K, in which S has a basis of
$12,000, for $9,000 (a loss of $3,000). S has gross
receipts from operations of $90,000.

(ii) S’s gross receipts are calculated as fol-
lows:

$90,000
6,000
1,500
2,000

Gross receipts from operations

Gross interest receipts

Gross dividend receipts

Net gain on sale of real property
investments

$99,500

(iii) Under paragraph (c)(5)(ii)(D) of this
section, S’s gross interest receipts are not
passive investment income. In addition, gain
on the sale of real property ($2,000) is not
passive investment income. S’s passive in-
vestment income includes only the $1,500 of
gross dividend receipts. Accordingly, S’s pas-
sive investment income percentage for its
first year as an S corporation is 1.51% ($1,500/
$99,500). This does not exceed 25 percent of
S’s gross receipts and consequently the
three-year period described in section
1362(d)(3) does not begin to run.

Example 8. Interest received in the ordinary
course of a lending business. (i) In 1993, S has

Total gross receipts
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gross receipts of $100,000 from loans and in-
vestments made in the ordinary course of S’s
mortgage banking business. This includes,
for example, mortgage servicing fees, inter-
est earned on mortgages prior to sale of the
mortgages, and gain on sale of mortgages. In
addition, S receives, from the investment of
idle funds in short-term securities, $15,000 of
gross interest income and $5,000 of gain.
(ii) S’s gross receipts are calculated as fol-
lows:
$100,000
15,000
5,000

Gross receipts from operations
Gross interest receipts
Gain on sale of securities

120,000

(iii) S’s passive investment income is de-
termined as follows:
$15,000 Gross interest receipts
5,000 Gain on sale of securities,

Total gross receipts

20,000 Total passive investment income

(iv) S’s passive investment income percent-
age for its first year as an S corporation is
16.67% ($20,000/$120,000). This does not exceed
25 percent of S’s gross receipts and con-
sequently the three-year period described in
section 1362(d)(3) does not begin to run.

[T.D. 8449, 57 FR 55449, Nov. 25, 1992; 58 FR
15274, Mar. 22, 1993, as amended by T.D. 8869,
65 FR 3854, Jan. 25, 2000; T.D. 8995, 67 FR
34610, May 15, 2002]

8§1.1362-3 Treatment of S termination
year.

(@) In general. If an S election termi-
nates under section 1362(d) on a date
other than the first day of a taxable
year of the corporation, the corpora-
tion’s taxable year in which the termi-
nation occurs is an S termination year.
The portion of the S termination year
ending at the close of the day prior to
the termination is treated as a short
taxable year for which the corporation
is an S corporation (the S short year).
The portion of the S termination year
beginning on the day the termination
is effective is treated as a short taxable
year for which the corporation is a C
corporation (the C short year). Except
as provided in paragraphs (b) and (c)(1)
of this section, the corporation allo-
cates income or loss for the entire year
on a pro rata basis as described in sec-
tion 1362(e)(2). To the extent that in-
come or loss is not allocated on a pro
rata basis under this section, items of
income, gain, loss, deduction, and cred-
it are assigned to each short taxable
year on the basis of the corporation’s
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normal method of accounting as deter-
mined under section 446. See, however,
§1.1502-76(b)(1)(ii)(A)(2) for special rules
for an S election that terminates under
section 1362(d) immediately before the
S corporation becomes a member of a
consolidated group (within the mean-
ing of §1.1502-1(h)).

(b) Allocations other than pro rata—(1)
Elections under section 1362(e)(3). The
pro rata allocation rules of section
1362(e)(2) do not apply if the corpora-
tion elects to allocate its S termi-
nation year income on the basis of its
normal tax accounting method. This
election may be made only with the
consent of each person who is a share-
holder in the corporation at any time
during the S short year and of each
person who is a shareholder in the cor-
poration on the first day of the C short
year. See §1.1362-6(a) for rules con-
cerning the time and manner of mak-
ing this election.

(2) Purchase of stock treated as an asset
purchase. The pro rata allocation rules
of section 1362(e)(2) do not apply with
respect to any item resulting from the
application of section 338.

(3) 50 percent change in ownership dur-
ing S termination year. The pro rata al-
location rules of section 1362(e)(2) do
not apply if at any time during the S
termination year, as a result of sales or
exchanges of stock in the corporation
during that year, there is a change in
ownership of 50 percent or more of the
issued and outstanding shares of stock
of the corporation. If stock has already
been sold or exchanged during the S
termination year, subsequent sales or
exchanges of that stock are not taken
into account for purposes of this para-
graph (b)(3).

(c) Special rules—(1) S corporation that
is a partner in a partnership. For pur-
poses of section 706(c) only, the termi-
nation of the election of an S corpora-
tion that is a partner in a partnership
during any portion of the S short year
under §1.1362-2 (a) or (b), is treated as
a sale or exchange of the corporation’s
entire interest in the partnership on
the last day of the S short year, if—

(i) The pro rata allocation rules do
not apply to the corporation; and

(ii) Any taxable year of the partner-
ship ends with or within the C short
year.
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(2) Tax for the C short year. The tax-
able income for the C short year is de-
termined on an annualized basis as de-
scribed in section 1362(e)(5).

(3) Each short year treated as taxable
year. Except as otherwise provided in
paragraph (c)(4) of this section, the S
and C short years are treated as two
separate years for purposes of all provi-
sions of the Internal Revenue Code.

(4) Year for carryover purposes. The S
and C short years are treated as one
year for purposes of determining the
number of taxable years to which any
item may be carried back or forward by
the corporation.

(5) Due date for S short year return.
The date by which the return for the S
short year must be filed is the same as
the date by which the return for the C
short year must be filed (including ex-
tensions).

(6) Year in which income from S short
year is includible. A shareholder must
include in taxable income the share-
holder’s pro rata share of the items de-
scribed in section 1366(a) for the S
short year for the taxable year with or
within which the S termination year
ends.

(d) Examples. The provisions of this
section are illustrated by the following
examples:

Example 1. S termination year not created. (i)
On January 1, 1993, the first day of its tax-
able year, a subchapter C corporation had
three eligible shareholders. During 1993, the
corporation properly elected to be treated as
an S corporation effective January 1, 1994,
the first day of the succeeding taxable year.
Subsequently, a transfer of some of the stock
in the corporation was made to an ineligible
shareholder. The ineligible shareholder still
holds the stock on January 1, 1994.

(ii) The corporation fails to meet the defi-
nition of a small business corporation on
January 1, 1994, and its election is treated as
having terminated on that date. See §1.1362—
2(b)(2) for the termination rules. Because the
corporation ceases to be a small business
corporation on the first day of a taxable
year, an S termination year is not created.
In addition, if the corporation in the future
meets the definition of a small business cor-
poration and desires to elect to be treated as
an S corporation, the corporation is auto-
matically granted consent to reelect before
the expiration of the 5-year waiting period.
See §1.1362-5 for special rules concerning
automatic consent to reelect.

Example 2. More than 50 percent change in
ownership during S short year. A, an indi-
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vidual, owns all 100 outstanding shares of
stock of S, a calendar year S corporation. On
January 31, 1993, A sells 60 shares of S stock
to B, an individual. On June 1, 1993, A sells
5 shares of S stock to PRS, a partnership. S
ceases to be a small business corporation on
June 1, 1993, and pursuant to section
1362(d)(2), its election terminates on that
date. Because there was a more than 50 per-
cent change in ownership of the issued and
outstanding shares of S stock, S must assign
the items of income, loss, deduction, or cred-
it for the S termination year to the two
short taxable years on the basis of S’s nor-
mal method of accounting under the rules of
paragraph (b)(3) of this section.

Example 3. More than 50 percent change in
ownership during C short year. A, an indi-
vidual, owns all 100 outstanding shares of
stock of S, a calendar year S corporation. On
June 1, 1993, A sells 5 shares of S stock to
PRS, a partnership. S ceases to be a small
business corporation on that date and pursu-
ant to section 1362(d)(3), its election termi-
nates on that date. On July 1, 1993, A sells 60
shares of S stock to B, an individual. Since
there was a more than 50 percent change in
ownership of the issued and outstanding
shares of S stock during the S termination
year, S must assign the items of income,
loss, deduction, or credit for the S termi-
nation year to the two short taxable years
on the basis of S’s normal method of ac-
counting under the rules of paragraph (b)(3)
of this section.

Example 4. Stock acquired other than by sale
or exchange. C and D are shareholders in S, a
calendar year S corporation. Each owns 50
percent of the issued and outstanding shares
of the corporation on December 31, 1993. On
March 1, 1994, C makes a gift of his entire
shareholder interest to T, a trust not per-
mitted as a shareholder under section
1361(c)(2). S ceases to be a small business cor-
poration on March 1, 1994, and pursuant to
section 1362(d)(2), its S corporation election
terminates effective on that date. As a result
of the gift, T owns 50 percent of S’s issued
and outstanding stock. However, because T
acquired the stock by gift from C rather
than by sale or exchange, there has not been
a more than 50 percent change in ownership
by sale or exchange of S that would cause
the rules of paragraph (b)(3) of this section
to apply.

[T.D. 8449, 57 FR 55452, Nov. 25, 1992, as
amended by T.D. 8842, 64 FR 61205, Nov. 10,
1999]
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(a) In general. A corporation is treat-
ed as continuing to be an S corporation
during the period specified by the Com-
missioner if—

Inadvertent terminations.

727



§1.1362-4

(1) The corporation made a valid
election under section 1362(a) and the
election terminated;

(2) The Commissioner determines
that the termination was inadvertent;

(3) Steps were taken by the corpora-
tion to return to small business cor-
poration status within a reasonable pe-
riod after discovery of the terminating
event; and

(4) The corporation and shareholders
agree to adjustments that the Commis-
sioner may require for the period.

(b) Inadvertent termination. For pur-
poses of paragraph (a) of this section,
the determination of whether a termi-
nation was inadvertent is made by the
Commissioner. The corporation has the
burden of establishing that under the
relevant facts and circumstances the
Commissioner should determine that
the termination was inadvertent. The
fact that the terminating event was
not reasonably within the control of
the corporation and was not part of a
plan to terminate the election, or the
fact that the event took place without
the knowledge of the corporation, not-
withstanding its due diligence to safe-
guard itself against such an event,
tends to establish that the termination
was inadvertent.

(c) Corporation’s request for determina-
tion of an inadvertent termination. A cor-
poration that believes its election was
terminated inadvertently may request
a determination of inadvertent termi-
nation from the Commissioner. The re-
quest is made in the form of a ruling
request and should set forth all rel-
evant facts pertaining to the event in-
cluding, but not limited to, the facts
described in paragraph (b) of this sec-
tion, the date of the corporation’s elec-
tion under section 1362(a), a detailed
explanation of the event causing termi-
nation, when and how the event was
discovered, and the steps taken to re-
turn the corporation to small business
corporation status.

(d) Adjustments. The Commissioner
may require any adjustments that are
appropriate. In general, the adjust-
ments required should be consistent
with the treatment of the corporation
as an S corporation during the period
specified by the Commissioner. In the
case of a transfer of stock to an ineli-
gible shareholder that causes an inad-
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vertent termination under section
1362(f), the Commissioner may require
the ineligible shareholder to be treated
as a shareholder of an S corporation
during the period the ineligible share-
holder actually held stock in the cor-
poration. Moreover, the Commissioner
may require protective adjustments
that prevent any loss of revenue due to
a transfer of stock to an ineligible
shareholder (e.g., a transfer to a non-
resident alien).

(e) Corporation and shareholder con-
sents. The corporation and all persons
who were shareholders of the corpora-
tion at any time during the period
specified by the Commissioner must
consent to any adjustments that the
Commissioner may require. Each con-
sent should be in the form of a state-
ment agreeing to make the adjust-
ments. The statement must be signed
by the shareholder (in the case of
shareholder consent) or a person au-
thorized to sign the return required by
section 6037 (in the case of corporate
consent). See §1.1362-6(b)(2) for persons
required to sign consents. A share-
holder’s consent statement should in-
clude the name, address, and taxpayer
identification numbers of the corpora-
tion and shareholder, the number of
shares of stock owned by the share-
holder, and the dates on which the
shareholder owned any stock. The cor-
porate consent statement should in-
clude the name, address, and taxpayer
identification numbers of the corpora-
tion and each shareholder.

(f) Status of corporation. The status of
the corporation after the terminating
event and before the determination of
inadvertence is determined by the
Commissioner. Inadvertent  termi-
nation relief may be granted retro-
active for all years for which the ter-
minating event was effective, in which
case the corporation is treated as if its
election had not terminated. Alter-
natively, relief may be granted only for
the period in which the corporation
again became eligible for subchapter S
treatment, in which case the corpora-
tion is treated as a C corporation dur-
ing the period for which the corpora-
tion was not eligible to be an S cor-
poration.

[T.D. 8449, 57 FR 55453, Nov. 25, 1992]
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§1.1362-5 Election after termination.

(@) In general. Absent the Commis-
sioner’s consent, an S corporation
whose election has terminated (or a
successor corporation) may not make a
new election under section 1362(a) for
five taxable years as described in sec-
tion 1362(g). However, the Commis-
sioner may permit the corporation to
make a new election before the 5-year
period expires. The corporation has the
burden of establishing that under the
relevant facts and circumstances, the
Commissioner should consent to a new
election. The fact that more than 50
percent of the stock in the corporation
is owned by persons who did not own
any stock in the corporation on the
date of the termination tends to estab-
lish that consent should be granted. In
the absence of this fact, consent ordi-
narily is denied unless the corporation
shows that the event causing termi-
nation was not reasonably within the
control of the corporation or share-
holders having a substantial interest in
the corporation and was not part of a
plan on the part of the corporation or
of such shareholders to terminate the
election.

(b) Successor corporation. A corpora-
tion is a successor corporation to a cor-
poration whose election under section
1362 has been terminated if—

(1) 50 percent or more of the stock of
the corporation (the new corporation)
is owned, directly or indirectly, by the
same persons who, on the date of the
termination, owned 50 percent or more
of the stock of the corporation whose
election terminated (the old corpora-
tion); and

(2) Either the new corporation ac-
quires a substantial portion of the as-
sets of the old corporation, or a sub-
stantial portion of the assets of the
new corporation were assets of the old
corporation.

(c) Automatic consent after certain ter-
minations. A corporation may, without
requesting the Commissioner’s con-
sent, make a new election under sec-
tion 1362(a) before the 5-year period de-
scribed in section 1362(g) expires if the
termination occurred because the cor-
poration—

(1) Revoked its election effective on
the first day of the first taxable year

§1.1362-6

for which its election was to be effec-
tive (see §1.1362-2(a)(2)); or

(2) Failed to meet the definition of a
small business corporation on the first
day of the first taxable year for which
its election was to be effective (see
§1.1362-2(b)(2)).

[T.D. 8449, 57 FR 55454, Nov. 25, 1992]

§1.1362-6 Elections and consents.

(@) Time and manner of making
elections—(1) In general. An election
statement made under this section

must identify the election being made,
set forth the name, address, and tax-
payer identification number of the cor-
poration, and be signed by a person au-
thorized to sign the return required to
be filed under section 6037.

(2) Election to be an S corporation—(i)
Manner of making election. A small busi-
ness corporation makes an election
under section 1362(a) to be an S cor-
poration by filing a completed Form
2553. The election form must be filed
with the service center designated in
the instructions applicable to Form
2553. The election is not valid unless all
shareholders of the corporation at the
time of the election consent to the
election in the manner provided in
paragraph (b) of this section. However,
once a valid election is made, new
shareholders need not consent to that
election.

(ii) Time of making election—(A) In
general. The election described in para-
graph (a)(2)(i) of this section may be
made by a small business corporation
at any time during the taxable year
that immediately precedes the taxable
year for which the election is to be ef-
fective, or during the taxable year for
which the election is to be effective
provided that the election is made be-
fore the 16th day of the third month of
the year. If a corporation makes an
election for a taxable year, and the
election meets all the requirements of
this section but is made during the pe-
riod beginning after the 15th day of the
third month of the taxable year, the
election is treated as being made for
the following taxable year provided
that the corporation meets all the re-
quirements of section 1361(b) at the
time the election is made. For taxable
years of 2%> months or less, an election
made before the 16th day of the third
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month after the first day of the taxable
year is treated as made during that
year.

(B) Elections made during the first 2%
months treated as made for the following
taxable year. A timely election made by
a small business corporation during the
taxable year for which it is intended to
be effective is nonetheless treated as
made for the following taxable year
if—

(1) The corporation is not a small
business corporation during the entire
portion of the taxable year which oc-
curs before the date the election is
made; or

(2) Any person who held stock in the
corporation at any time during the
portion of the taxable year which oc-
curs before the time the election is
made, and who does not hold stock at
the time the election is made, does not
consent to the election.

(C) Definition of month and beginning
of the taxable year. Month means a pe-
riod commencing on the same numer-
ical day of any calendar month as the
day of the calendar month on which
the taxable year began and ending with
the close of the day preceding the nu-
merically corresponding day of the suc-
ceeding calendar month or, if there is
no corresponding day, with the close of
the last day of the succeeding calendar
month. In addition, the taxable year of
a new corporation begins on the date
that the corporation has shareholders,
acquires assets, or begins doing busi-
ness, whichever is the first to occur.
The existence of incorporators does not
necessarily begin the taxable year of a
new corporation.

(iii) Examples. The provisions of this
section are illustrated by the following
examples:

Example 1. Effective election; no prior taxable
year. A calendar year small business corpora-
tion begins its first taxable year on January
7, 1993. To be an S corporation beginning
with its first taxable year, the corporation
must make the election set forth in this sec-
tion during the period that begins January 7,
1993, and ends before March 22, 1993. Because
the corporation had no taxable year imme-
diately preceding the taxable year for which
the election is to be effective, an election
made earlier than January 7, 1993, will not be
valid.

Example 2. Effective election; taxable year less
than 2 %> months. A calendar year small busi-
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ness corporation begins its first taxable year
on November 8, 1993. To be an S corporation
beginning with its first taxable year, the cor-
poration must make the election set forth in
this section during the period that begins
November 8, 1993, and ends before January 23,
1994.

Example 3. Election effective for the following
taxable year; ineligible shareholder. On Janu-
ary 1, 1993, two individuals and a partnership
own all of the stock of a calendar year sub-
chapter C corporation. On January 31, 1993,
the partnership dissolved and distributed its
shares in the corporation to its five partners,
all individuals. On February 28, 1993, the
seven shareholders of the corporation con-
sented to the corporation’s election of sub-
chapter S status. The corporation files a
properly completed Form 2533 on March 2,
1993. The corporation is not eligible to be a
subchapter S corporation for the 1993 taxable
year because during the period of the taxable
year prior to the election it had an ineligible
shareholder. However, under paragraph
(@)(2)(i1)(B) of this section, the election is
treated as made for the corporation’s 1994
taxable year.

(3) Revocation of S election—(i) Manner
of revoking election. To revoke an elec-
tion, the corporation files a statement
that the corporation revokes the elec-
tion made under section 1362(a). The
statement must be filed with the serv-
ice center where the election was prop-
erly filed. The revocation statement
must include the number of shares of
stock (including non-voting stock)
issued and outstanding at the time the
revocation is made. A revocation may
be made only with the consent of
shareholders who, at the time the rev-
ocation is made, hold more than one-
half of the number of issued and out-
standing shares of stock (including
non-voting stock) of the corporation.
Each shareholder who consents to the
revocation must consent in the manner
required under paragraph (b) of this
section. In addition, each consent
should indicate the number of issued
and outstanding shares of stock (in-
cluding non-voting stock) held by each
shareholder at the time of the revoca-
tion.

(i) Time of revoking election. For rules
concerning when a revocation is effec-
tive, see §1.1362-2(a)(2).

(iii) Examples. The principles of this
paragraph (a)(3) are illustrated by the
following examples:
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Example 1. Revocation; consent of share-
holders owning more than one-half of issued
and outstanding shares. A calendar year S
corporation has issued an outstanding 40,000
shares of class A voting common stock and
20,000 shares of class B non-voting common
stock. The corporation wishes to revoke its
election of subchapter S status. Shareholders
owning 11,000 shares of class A stock sign
revocation consents. Shareholders owning
20,000 shares of class B stock sign revocation
consents. The corporation has obtained the
required shareholder consent to revoke its
subchapter S election because shareholders
owning more than one-half of the total num-
ber of issued and outstanding shares of stock
of the corporation consented to the revoca-
tion.

Example 2. Effective prospective revocation.
In June 1993, a calendar year S corporation
determines that it will revoke its subchapter
S election effective August 1, 1993. To do so
it must file its revocation statement with
consents attached on or before August 1,
1993, and the statement must indicate that
the revocation is intended to be effective Au-
gust 1, 1993.

(4) Rescission of revocation—(i) Manner
of rescinding a revocation. To rescind a
revocation, the corporation files a
statement that the corporation re-
scinds the revocation made under sec-
tion 1362(d)(1). The statement must be
filed with the service center where the
revocation was properly filed. A rescis-
sion may be made only with the con-
sent (in the manner required under
paragraph (b)(1) of this section) of each
person who consented to the revocation
and of each person who became a share-
holder of the corporation within the
period beginning on the first day after
the date the revocation was made and
ending on the date on which the rescis-
sion is made.

(ii) Time of rescinding a revocation. If
the rescission statement is filed before
the revocation becomes effective and is
filed with proper service center, the re-
scission is effective on the date it is so
filed.

(5) Election not to apply pro rata allo-
cation. To elect not to apply the pro
rata allocation rules to an S termi-
nation year, a corporation files a state-
ment that it elects under section
1362(e)(3) not to apply the rules pro-
vided in section 1362(e)(2). In addition
to meeting the requirements of para-
graph (a)(1) of this section, the state-
ment must set forth the cause of the
termination and the date thereof. The
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statement must be filed with the cor-
poration’s return for the C short year.
This election may be made only with
the consent of all persons who are
shareholders of the corporation at any
time during the S short year and all
persons who are shareholders of the
corporation on the first day of the C
short year (in the manner required
under paragraph (b)(1) of this section).

(b) Shareholders’ consents—(1) Manner
of consents in general. A shareholder’s
consent required under paragraph (a) of
this section must be in the form of a
written statement that sets forth the
name, address, and taxpayer identifica-
tion number of the shareholder, the
number of shares of stock owned by the
shareholder, the date (or dates) on
which the stock was acquired, the date
on which the shareholder’s taxable
year ends, the name of the S corpora-
tion, the corporation’s taxpayer identi-
fication number, and the election to
which the shareholder consents. The
statement must be signed by the share-
holder under penalties of perjury. Ex-
cept as provided in paragraph (b)(3)(iii)
of this section, the election of the cor-
poration is not valid if any required
consent is not filed in accordance with
the rules contained in this paragraph
(b). The consent statement should be
attached to the corporation’s election
statement.

(2) Persons required to consent. The fol-
lowing rules apply in determining per-
sons required to consent:

(i) Community interest in stock. When
stock of the corporation is owned by
husband and wife as community prop-
erty (or the income from the stock is
community property), or is owned by
tenants in common, joint tenants, or
tenants by the entirety, each person
having a community interest in the
stock or income therefrom and each
tenant in common, joint tenant and
tenant by the entirety must consent to
the election.

(ii) Minor. The consent of a minor
must be made by the minor or by the
legal representative of the minor (or by
a natural or an adoptive parent of the
minor if no legal representative has
been appointed).
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(iii) Estate. The consent of an estate
must be made by an executor or admin-
istrator thereof, or by any other fidu-
ciary appointed by testamentary in-
strument or appointed by the court
having jurisdiction over the adminis-
tration of the estate.

(iv) Trusts. In the case of a trust de-
scribed in section 1361(c)(2)(A) (includ-
ing a trust treated under section
1361(d)(1)(A) as a trust described in sec-
tion 1361(c)(2)(A)(i) and excepting an
electing small business trust described
in section 1361(c)(2)(A)(v) (ESBT)), only
the person treated as the shareholder
for purposes of section 1361(b)(1) must
consent to the election. When stock of
the corporation is held by a trust, both
husband and wife must consent to any
election if the husband and wife have a
community interest in the trust prop-
erty. See paragraph (b)(2)(i) of this sec-
tion for rules concerning community
interests in S corporation stock. In the
case of an ESBT, the trustee and the
owner of any portion of the trust that
consists of the stock in one or more S
corporations under subpart E, part I,
subchapter J, chapter 1 of the Internal
Revenue Code must consent to the S
corporation election. If there is more
than one trustee, the trustee or trust-
ees with authority to legally bind the
trust must consent to the S corpora-
tion election.

(3) Special rules for consent of share-
holder to election to be an S corporation—
(1) In general. The consent of a share-
holder to an election by a small busi-
ness corporation under section 1362(a)
may be made on Form 2553 or on a sep-
arate statement in the manner de-
scribed in paragraph (b)(1) of this sec-
tion. In addition, the separate state-
ment must set forth the name, address,
and taxpayer identification number of
the corporation. A shareholder’s con-
sent is binding and may not be with-
drawn after a valid election is made by
the corporation. Each person who is a
shareholder (including any person who
is treated as a shareholder under sec-
tion 1361(c)(2)(B)) at the time the elec-
tion is made) must consent to the elec-
tion. If the election is made before the
16th day of the third month of the tax-
able year and is intended to be effec-
tive for that year, each person who was
a shareholder (including any person
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who was treated as a shareholder under
section 1361(c)(2)(B)) at any time dur-
ing the portion of that year which oc-
curs before the time the election is
made, and who is not a shareholder at
the time the election is made, must
also consent to the election. If the
election is to be effective for the fol-
lowing taxable year, no consent need
be filed by any shareholder who is not
a shareholder on the date of the elec-
tion. Any person who is considered to
be a shareholder under applicable State
law solely by virtue of his or her status
as an incorporator is not treated as a
shareholder for purposes of this para-
graph (b)(3)(i).

(ii) Examples. The principles of this
section are illustrated by the following
examples:

Example 1. Effective election; shareholder
consents. On January 1, 1993, the first day of
its taxable year, a subchapter C corporation
had 15 shareholders. On January 30, 1993, two
of the C corporation’s shareholders, A and B,
both individuals, sold their shares in the cor-
poration to P, Q, and R, all individuals. On
March 1, 1993, the corporation filed its elec-
tion to be an S corporation for the 1993 tax-
able year. The election will be effective (as-
suming the other requirements of section
1361(b) are met) provided that all of the
shareholders as of March 1, 1993, as well as
former shareholders A and B, consent to the
election.

Example 2. Consent of new shareholder un-
necessary. On January 1, 1993, three individ-
uals own all of the stock of a calendar year
subchapter C corporation. On April 15, 1993,
the corporation, in accordance with para-
graph (a)(2) of this section, files a properly
completed Form 2553. The corporation an-
ticipates that the election will be effective
beginning January 1, 1994, the first day of
the succeeding taxable year. On October 1,
1993, the three shareholders collectively sell
75% of their shares in the corporation to an-
other individual. On January 1, 1994, the cor-
poration’s shareholders are the three origi-
nal individuals and the new shareholder. Be-
cause the election was valid and binding
when made, it is not necessary for the new
shareholder to consent to the election. The
corporation’s subchapter S election is effec-
tive on January 1, 1994 (assuming the other
requirements of section 1361(b) are met).

(iii) Extension of time for filing con-
sents to an election—(A) In general. An
election that is timely filed for any
taxable year and that would be valid
except for the failure of any share-
holder to file a timely consent is not
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invalid if consents are filed as required
under paragraph (b)(3)(iii)(B) of this
section and it is shown to the satisfac-
tion of the district director or director
of the service center with which the
corporation files its income tax return
that—

(1) There was reasonable cause for
the failure to file the consent;

(2) The request for the extension of
time to file a consent is made within a
reasonable time under the cir-
cumstances; and

(3) The interests of the Government
will not be jeopardized by treating the
election as valid.

(B) Required consents. Consents must
be filed within the extended period of
time as may be granted by the Internal
Revenue Service, by all persons who—

(1) Were shareholders of the corpora-
tion at any time during the period be-
ginning as of the date of the invalid
election and ending on the date on
which an extension of time is granted
in accordance with this paragraph
(b)(3)(iii); and

(2) Have not previously consented to
the election.

[T.D. 8449, 57 FR 55454, Nov. 25, 1992, as
amended by T.D. 8994, 67 FR 34400, May 14,
2002]

§1.1362-7 Effective dates.

(@) In general. The provisions of
§§1.1362-1 through 1.1362-6 apply to tax-
able years of corporations beginning
after December 31, 1992. For taxable
years to which these regulations do not
apply, corporations and shareholders
subject to the provisions of section 1362
must take reasonable return positions
taking into consideration the statute;
its legislative history; the provisions of
§§18.1362-1 through 18.1362-5 (see 26 CFR
part 18 as contained in the CFR edition
revised as of April 1, 1992). In addition,
following these regulations is a reason-
able return position. See Notice 92-56,
1992-49 1.R.B. (see §601.601(d)(2)(ii)(b) of
this chapter), for additional guidance
regarding reasonable return positions
for years to which 8§§1.362-1 through
1.1362-6 do not apply. Section 1.1362-
6(b)(2)(iv) is applicable for taxable
years beginning on and after May 14,
2002.

(b) Special effective date for passive in-
vestment income provisions. For taxable

§1.1362-8

years of an S corporation and all af-
fected shareholders that are not closed,
the S corporation and all affected
shareholders may elect to apply the
provisions of §1.1362-2(c)(5). To make
the election, the corporation and all af-
fected shareholders must file a return
or an amended return that is con-
sistent with these rules for the taxable
year for which the election is made and
each subsequent taxable year. For pur-
poses of this section, affected share-
holders means all shareholders who re-
ceived distributive shares of S corpora-
tion items in the taxable year for
which the election is made and all
shareholders of the S corporation for
all subsequent taxable years. However,
the Commissioner may, in appropriate
circumstances, permit taxpayers to
make this election even if all affected
shareholders cannot file consistent re-
turns.

[T.D. 8449, 57 FR 55456, Nov. 25, 1992, as
amended by T.D. 8994, 67 FR 34401, May 14,
2002]

§1.1362-8 Dividends received from af-
filiated subsidiaries.

(a) In general. For purposes of section
1362(d)(3), if an S corporation holds
stock in a C corporation meeting the
requirements of section 1504(a)(2), the
term passive investment income does not
include dividends from the C corpora-
tion to the extent those dividends are
attributable to the earnings and profits
of the C corporation derived from the
active conduct of a trade or business
(active earnings and profits). For pur-
poses of applying section 1362(d)(3),
earnings and profits of a C corporation
are active earnings and profits to the
extent that the earnings and profits
are derived from activities that would
not produce passive investment income
(as defined in section 1362(d)(3)) if the C
corporation were an S corporation.

(b) Determination of active or passive
earnings and profits—(1) In general. An S
corporation may use any reasonable
method to determine the amount of
dividends that are not treated as pas-
sive investment income under section
1362(d)(3)(E). Paragraph (b)(5) of this
section describes a method of deter-
mining the amount of dividends that
are not treated as passive investment
income under section 1362(d)(3)(E) that
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is deemed to be reasonable under all
circumstances.

(2) Lower tier subsidiaries. If a C cor-
poration subsidiary (upper tier cor-
poration) holds stock in another C cor-
poration (lower tier subsidiary) meet-
ing the requirements of section
1504(a)(2), the upper tier corporation’s
gross receipts attributable to a divi-
dend from the lower tier subsidiary are
considered to be derived from the ac-
tive conduct of a trade or business to
the extent the lower tier subsidiary’s
earnings and profits are attributable to
the active conduct of a trade or busi-
ness by the subsidiary under paragraph
(b) (1), (3), (4), or (5) of this section. For
purposes of this section, distributions
by the lower tier subsidiary will be
considered attributable to active earn-
ings and profits according to the rule
in paragraph (c) of this section. This
paragraph (b)(2) does not apply to any
member of a consolidated group (as de-
fined in §1.1502-1(h)).

(3) De minimis exception. If less than 10
percent of a C corporation’s earnings
and profits for a taxable year are de-
rived from activities that would
produce passive investment income if
the C corporation were an S corpora-
tion, all earnings and profits produced
by the corporation during that taxable
year are considered active earnings and
profits.

(4) Special rules for earnings and profits
accumulated by a C corporation prior to
80 percent acquisition. A C corporation
may treat all earnings and profits ac-
cumulated by the corporation in all
taxable years ending before the S cor-
poration held stock meeting the re-
quirements of section 1504(a)(2) as ac-
tive earnings and profits in the same
proportion as the C corporation’s ac-
tive earnings and profits for the three
taxable years ending prior to the time
when the S corporation acquired 80 per-
cent of the C corporation bears to the
C corporation’s total earnings and prof-
its for those three taxable years.

(5) Gross receipts safe harbor. A cor-
poration may treat its earnings and
profits for a year as active earnings
and profits in the same proportion as
the corporation’s gross receipts (as de-
fined in §1.1362-2(c)(4)) derived from ac-
tivities that would not produce passive
investment income (if the C corpora-
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tion were an S corporation), including
those that do not produce passive in-
vestment income under paragraphs
(b)(2) through (b)(4) of this section,
bear to the corporation’s total gross re-
ceipts for the year in which the earn-
ings and profits are produced.

(c) Allocating distributions to active or
passive earnings and profits—(1) Distribu-
tions from current earnings and profits.
Dividends distributed by a C corpora-
tion from current earnings and profits
are attributable to active earnings and
profits in the same proportion as cur-
rent active earnings and profits bear to
total current earnings and profits of
the C corporation.

(2) Distributions from accumulated
earnings and profits. Dividends distrib-
uted by a C corporation out of accumu-
lated earnings and profits for a taxable
year are attributable to active earn-
ings and profits in the same proportion
as accumulated active earnings and
profits for that taxable year bear to
total accumulated earnings and profits
for that taxable year immediately
prior to the distribution.

(3) Adjustments to active earnings and
profits. For purposes of applying para-
graph (c) (1) or (2) of this section to a
distribution, the active earnings and
profits of a corporation shall be re-
duced by the amount of any prior dis-
tribution properly treated as attrib-
utable to active earnings and profits
from the same taxable year.

(4) Special rules for consolidated
groups. For purposes of applying sec-
tion 1362(d)(3) and this section to divi-
dends received by an S corporation
from the common parent of a consoli-
dated group (as defined in §1.1502-1(h)),
the following rules apply—

(i) The current earnings and profits,
accumulated earnings and profits, and
active earnings and profits of the com-
mon parent shall be determined under
the principles of §1.1502-33 (relating to
earnings and profits of any member of
a consolidated group owning stock of
another member); and

(i) The gross receipts of the common
parent shall be the sum of the gross re-
ceipts of each member of the consoli-
dated group (including the common
parent), adjusted to eliminate gross re-
ceipts from intercompany transactions
(as defined in §1.1502-13(b)(1)(i)).
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(d) Examples. The following examples
illustrate the principles of this section:

Example 1. (i) X, an S corporation, owns 85
percent of the one class of stock of Y. On De-
cember 31, 2002, Y declares a dividend of $100
($85 to X), which is equal to Y’s current earn-
ings and profits. In 2002, Y has total gross re-
ceipts of $1,000, $200 of which would be pas-
sive investment income if Y were an S cor-
poration.

(ii) One-fifth ($200/$1,000) of Y’s gross re-
ceipts for 2002 is attributable to activities
that would produce passive investment in-
come. Accordingly, one-fifth of the $100 of
earnings and profits is passive, and $17 (¥ of
$85) of the dividend from Y to X is passive in-
vestment income.

Example 2. (i) The facts are the same as in
Example 1, except that Y owns 90 percent of
the stock of Z. Y and Z do not join in the fil-
ing of a consolidated return. In 2002, Z has
gross receipts of $15,000, $12,000 of which are
derived from activities that would produce
passive investment income. On December 31,
2002, Z declares a dividend of $1,000 ($900 to
Y) from current earnings and profits.

(ii) Four-fifths ($12,000/$15,000) of the divi-
dend from Z to Y are attributable to passive
earnings and profits. Accordingly, $720 (¥ of
$900) of the dividend from Z to Y is consid-
ered gross receipts from an activity that
would produce passive investment income.
The $900 dividend to Y gives Y a total of
$1,900 ($1,000 + $900) in gross receipts, $920
($200 + $720) of which is attributable to pas-
sive investment income-producing activities.
Under these facts, $41 ($920/$1,900 of $85) of
Y’s distribution to X is passive investment
income to X.

(e) Effective date. This section applies
to dividends received in taxable years
beginning on or after January 20, 2000;
however, taxpayers may elect to apply
the regulations in whole, but not in
part, for taxable years beginning on or
after January 1, 2000, provided all af-
fected taxpayers apply the regulations
in a consistent manner. To make this
election, the corporation and all af-
fected taxpayers must file a return or
an amended return that is consistent
with these rules for the taxable year
for which the election is made. For
purposes of this section, affected tax-
payers means all taxpayers whose re-
turns are affected by the election to
apply the regulations.

[T.D. 8869, 65 FR 3854, Jan. 25, 2000; 65 FR
16318, Mar. 28, 2000]

§1.1363-1

§1.1363-1 Effect of election on cor-
poration.

(a) Exemption of corporation from in-
come tax—(1) In general. Except as pro-
vided in this paragraph (a), a small
business corporation that makes a
valid election under section 1362(a) is
exempt from the taxes imposed by
chapter 1 of the Internal Revenue Code
with respect to taxable years of the
corporation for which the election is in
effect.

(2) Corporate level taxes. An S corpora-
tion is not exempt from the tax im-
posed by section 1374 (relating to the
tax imposed on certain built-in gains),
or section 1375 (relating to the tax on
excess passive investment income). See
also section 1363(d) (relating to the re-
capture of LIFO benefits) for the rules
regarding the payment by an S cor-
poration of LIFO recapture amounts.

(b) Computation of corporate taxable
income. The taxable income of an S cor-
poration is computed as described in
section 1363(b).

(c) Elections of the S corporation—(1)
In general. Any elections (other than
those described in paragraph (c)(2) of
this section) affecting the computation
of items derived from an S corporation
are made by the corporation. For ex-
ample, elections of methods of ac-
counting, of computing depreciation, of
treating soil and water conservation
expenditures, and the option to deduct
as expenses intangible drilling and de-
velopment costs, are made by the cor-
poration and not by the shareholders
separately. All corporate elections are
applicable to all shareholders.

(2) Exceptions. (i) Each shareholder’s
pro rata share of expenses described in
section 617 paid or accrued by the S
corporation is treated according to the
shareholder’s method of treating those
expenses, notwithstanding the treat-
ment of the expenses by the corpora-
tion.

(if) Each shareholder may elect to
amortize that shareholder’s pro rata
share of any qualified expenditure de-
scribed in section 59(e) paid or accrued
by the S corporation.

(iii) Each shareholder’s pro rata
share of taxes described in section 901
paid or accrued by the S corporation to
foreign countries or possessions of the
United States (according to its method
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of treating those taxes) is treated ac-
cording to the shareholder’s method of
treating those taxes, and each share-
holder may elect to use the total
amount either as a credit against tax
or as a deduction from income.

(d) Effective date. This section applies
to taxable years of corporations begin-
ning after December 31, 1992. For tax-
able years to which this section does
not apply, corporations and share-
holders subject to the provisions of sec-
tion 1363 must take reasonable return
positions taking into consideration the
statute, its legislative history and
these regulations. See Notice 92-56,
1992-49 1.R.B. (see §601.601(d)(2)(ii)(b) of
this chapter), for additional guidance
regarding reasonable return positions
for taxable years to which this section
does not apply.

[T.D. 8449, 57 FR 55456, Nov. 25, 1992]

§1.1363-2 Recapture of LIFO benefits.

(@) In general. A C corporation must
include the LIFO recapture amount (as
defined in section 1363(d)(3)) in its gross
income—

(1) In its last taxable year as a C cor-
poration if the corporation inventoried
assets under the LIFO method for its
last taxable year before its S corpora-
tion election becomes effective; or

(2) In the year of transfer by the C
corporation to an S corporation of the
LIFO inventory assets if paragraph
(a)(1) of this section does not apply and
the C corporation—

(i) Inventoried assets under the LIFO
method during the taxable year of the
transfer of those LIFO inventory as-
sets; and

(ii) Transferred the LIFO inventory
assets to the S corporation in a non-
recognition transaction (within the
meaning of section 7701(a)(45)) in which
the transferred assets constitute trans-
ferred basis property (within the mean-
ing of section 7701(a)(43)).

(b) Payment of tax. Any increase in
tax caused by including the LIFO re-
capture amount in the gross income of
the C corporation is payable in four
equal installments. The C corporation
must pay the first installment of this
payment by the due date of its return,
determined without regard to exten-
sions, for the last taxable year it oper-
ated as a C corporation if paragraph
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(a)(1) of this section applies, or for the
taxable year of the transfer if para-
graph (a)(2) of this section applies. The
three succeeding installments must be
paid—

(1) For a transaction described in
paragraph (a)(1) of this section, by the
corporation (that made the election
under section 1362(a) to be an S cor-
poration) on or before the due date for
the corporation’s returns (determined
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-

§1.1366-1

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
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;

(ii) 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

737



§1.1366-1

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
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

(xX) Any item identified in guidance
(including forms and instructions)
issued by the Commissioner as an item
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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
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).

738



Internal Revenue Service, Treasury

(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-
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-
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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
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
(€)(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
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$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
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(a) (2), (3), and (4) for any taxable year
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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
and deductions for a taxable year in ex-
cess of the sum of the adjusted basis of
the shareholder’s stock in an S cor-
poration and of any indebtedness of the
S corporation to the shareholder is not
allowed for the taxable year. However,
any disallowed loss or deduction re-
tains its character and is treated as in-
curred by the corporation in the cor-
poration’s first succeeding taxable
year, and subsequent taxable years,
with respect to the shareholder. For
rules on determining the adjusted
bases of stock of an S corporation and
indebtedness of the corporation to the
shareholder, see paragraphs (a)(3) (i)
and (ii) of this section.

(3) Basis limitation amount—(i) Stock
portion. A shareholder generally deter-
mines the adjusted basis of stock for
purposes of paragraphs (a)(1)(i) and (2)
of this section (limiting losses and de-
ductions) by taking into account only
increases in basis under section
1367(a)(1) for the taxable year and de-
creases in basis under section 1367(a)(2)
(A), (D) and (E) (relating to distribu-
tions, noncapital, nondeductible ex-
penses, and certain oil and gas deple-
tion deductions) for the taxable year.
In so determining this loss limitation
amount, the shareholder disregards de-
creases in basis under section 1367(a)(2)
(B) and (C) (for losses and deductions,
including losses and deductions pre-
viously disallowed) for the taxable
year. However, if the shareholder has
in effect for the taxable year an elec-
tion under §1.1367-1(g) to decrease basis
by items of loss and deduction prior to
decreasing basis by noncapital, non-
deductible expenses and certain oil and
gas depletion deductions, the share-
holder also disregards decreases in
basis under section 1367(a)(2) (D) and
(E). This basis limitation amount for
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stock is determined at the time pre-
scribed under §1.1367-1(d)(1) for adjust-
ments to the basis of stock.

(ii) Indebtedness portion. A share-
holder determines the shareholder’s ad-
justed basis in indebtedness of the cor-
poration for purposes of paragraphs
(@)(1)(i1) and (2) of this section (lim-
iting losses and deductions) without re-
gard to any adjustment under section
1367(b)(2)(A) for the taxable year. This
basis limitation amount for indebted-
ness is determined at the time pre-
scribed under §1.1367-2(d)(1) for adjust-
ments to the basis of indebtedness.

(4) Limitation on losses and deductions
allocated to each item. If a shareholder’s
pro rata share of the aggregate amount
of losses and deductions specified in
§1.1366-1(a)(2), (3), and (4) exceeds the
sum of the adjusted basis of the share-
holder’s stock in the corporation (de-
termined in accordance with paragraph
(@)(@3)(i) of this section) and the ad-
justed basis of any indebtedness of the
corporation to the shareholder (deter-
mined in accordance with paragraph
(a)(3)(i1) of this section), then the limi-
tation on losses and deductions under
section 1366(d)(1) must be allocated
among the shareholder’s pro rata share
of each loss or deduction. The amount
of the limitation allocated to any loss
or deduction is an amount that bears
the same ratio to the amount of the
limitation as the loss or deduction
bears to the total of the losses and de-
ductions. For this purpose, the total of
losses and deductions for the taxable
year is the sum of the shareholder’s pro
rata share of losses and deductions for
the taxable year, and the losses and de-
ductions disallowed and carried for-
ward from prior years pursuant to sec-
tion 1366(d)(2).

(5) Nontransferability of losses and de-
ductions. Any loss or deduction dis-
allowed under paragraph (a)(1) of this
section is personal to the shareholder
and cannot in any manner be trans-
ferred to another person. If a share-
holder transfers some but not all of the
shareholder’s stock in the corporation,
the amount of any disallowed loss or
deduction under this section is not re-
duced and the transferee does not ac-
quire any portion of the disallowed loss
or deduction. If a shareholder transfers
all of the shareholder’s stock in the
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corporation, any disallowed loss or de-
duction is permanently disallowed.

(6) Basis of stock acquired by gift. For
purposes of section 1366(d)(1)(A) and
paragraphs (a)(1)(i) and (2) of this sec-
tion, the basis of stock in a corporation
acquired by gift is the basis of the
stock that is used for purposes of deter-
mining loss under section 1015(a).

(b) Special rules for carryover of dis-
allowed losses and deductions to post-ter-
mination transition period described in
section 1377(b)—(1) In general. If, for the
last taxable year of a corporation for
which it was an S corporation, a loss or
deduction was disallowed to a share-
holder by reason of the limitation in
paragraph (a) of this section, the loss
or deduction is treated under section
1366(d)(3) as incurred by that share-
holder on the last day of any post-ter-
mination transition period (within the
meaning of section 1377(b)).

(2) Limitation on losses and deductions.
The aggregate amount of losses and de-
ductions taken into account by a
shareholder under paragraph (b)(1) of
this section cannot exceed the adjusted
basis of the shareholder’s stock in the
corporation determined at the close of
the last day of the post-termination
transition period. For this purpose, the
adjusted basis of a shareholder’s stock
in the corporation is determined at the
close of the last day of the post-termi-
nation transition period without re-
gard to any reduction required under
paragraph (b)(4) of this section. If a
shareholder disposes of a share of stock
prior to the close of the last day of the
post-termination transition period, the
adjusted basis of that share is its basis
as of the close of the day of disposition.
Any losses and deductions in excess of
a shareholder’s adjusted stock basis are
permanently disallowed. For purposes
of section 1366(d)(3)(B) and this para-
graph (b)(2), the basis of stock in a cor-
poration acquired by gift is the basis of
the stock that is used for purposes of
determining loss under section 1015(a).

(3) Limitation on losses and deductions
allocated to each item. If the aggregate
amount of losses and deductions treat-
ed as incurred by the shareholder under
paragraph (b)(1) of this section exceeds
the adjusted basis of the shareholder’s
stock determined under paragraph
(b)(2) of this section, the limitation on
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losses and deductions under section
1366(d)(3)(B) must be allocated among
each loss or deduction. The amount of
the limitation allocated to each loss or
deduction is an amount that bears the
same ratio to the amount of the limita-
tion as the amount of each loss or de-
duction bears to the total of all the
losses and deductions.

(4) Adjustment to the basis of stock. The
shareholder’s basis in the stock of the
corporation is reduced by the amount
allowed as a deduction by reason of
this paragraph (b). For rules regarding
adjustments to the basis of a share-
holder’s stock in an S corporation, see
§1.1367-1.

(c) Carryover of disallowed losses and
deductions in the case of liquidations, re-
organizations, and divisions—(1) Liquida-
tions and reorganizations. If a corpora-
tion acquires the assets of an S cor-
poration in a transaction to which sec-
tion 381(a) applies, any loss or deduc-
tion disallowed under paragraph (a) of
this section with respect to a share-
holder of the distributor or transferor
S corporation is available to that
shareholder as a shareholder of the ac-
quiring corporation. Thus, where the
acquiring corporation is an S corpora-
tion, a loss or deduction of a share-
holder of the distributor or transferor
S corporation disallowed prior to or
during the taxable year of the trans-
action is treated as incurred by the ac-
quiring S corporation with respect to
that shareholder if the shareholder is a
shareholder of the acquiring S corpora-
tion after the transaction. Where the
acquiring corporation is a C corpora-
tion, a post-termination transition pe-
riod arises the day after the last day
that an S corporation was in existence
and the rules provided in paragraph (b)
of this section apply with respect to
any shareholder of the acquired S cor-
poration that is also a shareholder of
the acquiring C corporation after the
transaction. See the special rules under
section 1377 for the availability of the
post-termination transition period if
the acquiring corporation is a C cor-
poration.

(2) Corporate separations to which sec-
tion 368(a)(1)(D) applies. If an S corpora-
tion transfers a portion of its assets
constituting an active trade or busi-
ness to another corporation in a trans-
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action to which section 368(a)(1)(D) ap-
plies, and immediately thereafter the
stock and securities of the controlled
corporation are distributed in a dis-
tribution or exchange to which section
355 (or so much of section 356 as relates
to section 355) applies, any loss or de-
duction disallowed under paragraph (a)
of this section with respect to a share-
holder of the distributing S corpora-
tion immediately before the trans-
action is allocated between the distrib-
uting corporation and the controlled
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,
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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
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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
by allocating the loss proportionately
among the net recognized built-in
gains giving rise to the tax and attrib-
uting the character of each net recog-
nized built-in gain to the allocable por-
tion of the loss.

(¢) Reduction in passthrough for tax im-
posed on excess net passive income. For
purposes of §1.1366-1(a), if for any tax-
able year of the S corporation a tax is
imposed on the corporation under sec-
tion 1375, each item of passive invest-
ment income shall be reduced by an
amount that bears the same ratio to
the amount of the tax as the net
amount of the item bears to the total
net passive investment income for that
taxable year.

[T.D. 8852, 64 FR 71648, Dec. 22, 1999; 65 FR
12471, Mar. 9, 2000]

§1.1366-5 Effective date.

Sections 1.1366-1 through 1.1366-4
apply to taxable years of an S corpora-
tion beginning on or after August 18,
1998.

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

§1.1367-0 Table of contents.

The following table of contents is
provided to facilitate the use of
§§1.1367-1 through 1.1367-3.
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§1.1367-3 Effective date and transition rule.

[T.D. 8508, 59 FR 15, Jan. 3, 1994, as amended
by T.D. 8852, 64 FR 71648, Dec. 22, 1999]

§1.1367-1 Adjustments to basis of
shareholder’s stock in an S corpora-
tion.

(@) In general—(1) Adjustments under
section 1367. This section provides rules
relating to adjustments required by
section 1367 to the basis of a share-
holder’s stock in an S corporation.
Paragraph (b) of this section provides
rules concerning increases in the basis
of a shareholder’s stock, and paragraph
(c) of this section provides rules con-
cerning decreases in the basis of a
shareholder’s stock.

(2) Applicability of other Internal Rev-
enue Code provisions. In addition to the
adjustments required by section 1367
and this section, the basis of stock is
determined or adjusted under other ap-
plicable provisions of the Internal Rev-
enue Code.

(b) Increase in basis of stock—(1) In
general. Except as provided in §1.1367-
2(c) (relating to restoration of basis of
indebtedness to the shareholder), the
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basis of a shareholder’s stock in an S
corporation is increased by the sum of
the items described in section
1367(a)(1). The increase in basis de-
scribed in section 1367(a)(1)(C) for the
excess of the deduction for depletion
over the basis of the property subject
to depletion does not include the deple-
tion deduction attributable to oil or
gas property. See section 613(A)(c)(11).

(2) Amount of increase in basis of indi-
vidual shares. The basis of a share-
holder’s share of stock is increased by
an amount equal to the shareholder’s
pro rata portion of the items described
in section 1367(a)(1) that is attributable
to that share, determined on a per
share, per day basis in accordance with
section 1377(a).

(c) Decrease in basis of stock—(1) In
general. The basis of a shareholder’s
stock in an S corporation is decreased
(but not below zero) by the sum of the
items described in section 1367(a)(2).

(2) Noncapital, nondeductible expenses.
For purposes of section 1367(a)(2)(D),
expenses of the corporation not deduct-
ible in computing its taxable income
and not properly chargeable to a cap-
ital account (noncapital, nondeductible
expenses) are only those items for
which no loss or deduction is allowable
and do not include items the deduction
for which is deferred to a later taxable
year. Examples of noncapital, non-
deductible expenses include (but are
not limited to) the following: Illegal
bribes, kickbacks, and other payments
not deductible under section 162(c);
fines and penalties not deductible
under section 162(f); expenses and inter-
est relating to tax-exempt income
under section 265; losses for which the
deduction is disallowed under section
267(a)(1); the portion of meals and en-
tertainment expenses disallowed under
section 274; and the two-thirds portion
of treble damages paid for violating
antitrust laws not deductible under
section 162.

(3) Amount of decrease in basis of indi-
vidual shares. The basis of a share-
holder’s share of stock is decreased by
an amount equal to the shareholder’s
pro rata portion of the passthrough
items and distributions described in
section 1367(a)(2) attributable to that
share, determined on a per share, per
day basis in accordance with section
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1377(a). If the amount attributable to a
share exceeds its basis, the excess is
applied to reduce (but not below zero)
the remaining bases of all other shares
of stock in the corporation owned by
the shareholder in proportion to the re-
maining basis of each of those shares.

(d) Time at which adjustments to basis
of stock are effective—(1) In general. The
adjustments described in section
1367(a) to the basis of a shareholder’s
stock are determined as of the close of
the corporation’s taxable year, and the
adjustments generally are effective as
of that date. However, if a shareholder
disposes of stock during the corpora-
tion’s taxable year, the adjustments
with respect to that stock are effective
immediately prior to the disposition.

(2) Adjustment for nontaxable item. An
adjustment for a nontaxable item is de-
termined for the taxable year in which
the item would have been includible or
deductible wunder the corporation’s
method of accounting for Federal in-
come tax purposes if the item had been
subject to Federal income taxation.

(3) Effect of election under section
1377(a)(2) or §1.1368-1(g)(2). If an elec-
tion under section 1377(a)(2) (to termi-
nate the year in the case of the termi-
nation of a shareholder’s interest) or
under §1.1368-1(g)(2) (to terminate the
year in the case of a qualifying disposi-
tion) is made with respect to the tax-
able year of a corporation, this para-
graph (d) applies as if the taxable year
consisted of separate taxable years, the
first of which ends at the close of the
day on which either the shareholder’s
interest is terminated or a qualifying
disposition occurs, whichever the case
may be.

(e) Ordering rules for taxable years be-
ginning before January 1, 1997. For any
taxable year of a corporation beginning
before January 1, 1997, except as pro-
vided in paragraph (g) of this section,
the adjustments required by section
1367(a) are made in the following
order—

(1) Any increase in basis attributable
to the income items described in sec-
tion 1367(a)(1) (A) and (B) and the ex-
cess of the deductions for depletion de-
scribed in section 1367(a)(1)(C);

(2) Any decrease in basis attributable
to noncapital, nondeductible expenses
described in section 1367(a)(2)(D) and
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the oil and gas depletion deduction de-
scribed in section 1367(a)(2)(E);

(3) Any decrease in basis attributable
to items of loss or deduction described
in section 1367(a)(2) (B) and (C); and

(4) Any decrease in basis attributable
to a distribution by the corporation de-
scribed in section 1367(a)(2)(A).

(f) Ordering rules for taxable years be-
ginning on or after August 18, 1998. For
any taxable year of a corporation be-
ginning on or after August 18, 1998, ex-
cept as provided in paragraph (g) of
this section, the adjustments required
by section 1367(a) are made in the fol-
lowing order—

(1) Any increase in basis attributable
to the income items described in sec-
tion 1367(a)(1)(A) and (B), and the ex-
cess of the deductions for depletion de-
scribed in section 1367(a)(1)(C);

(2) Any decrease in basis attributable
to a distribution by the corporation de-
scribed in section 1367(a)(2)(A);

(3) Any decrease in basis attributable
to noncapital, nondeductible expenses
described in section 1367(a)(2)(D), and
the oil and gas depletion deduction de-
scribed in section 1367(a)(2)(E); and

(4) Any decrease in basis attributable
to items of loss or deduction described
in section 1367(a)(2)(B) and (C).

(g) Elective ordering rule. A share-
holder may elect to decrease basis
under paragraph (e)(3) or (f)(4) of this
section, whichever applies, prior to de-
creasing basis under paragraph (e)(2) or
(f)(3) of this section, whichever applies.
If a shareholder makes this election,
any amount described in paragraph
(e)(2) or (f)(3) of this section, whichever
applies, that is in excess of the share-
holder’s basis in stock and indebted-
ness is treated, solely for purposes of
this section, as an amount described in
paragraph (e)(2) or (f)(3) of this section,
whichever applies, in the succeeding
taxable year. A shareholder makes the
election under this paragraph by at-
taching a statement to the share-
holder’s timely filed original or amend-
ed return that states that the share-
holder agrees to the carryover rule of
the preceding sentence. Once a share-
holder makes an election under this
paragraph with respect to an S cor-
poration, the shareholder must con-
tinue to use the rules of this paragraph
for that S corporation in future taxable
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years unless the shareholder receives
the permission of the Commissioner.

(h) Examples. The following examples
illustrate the principles of §1.1367-1. In
each example, the corporation is a cal-
endar year S corporation:

Example 1. Adjustments to basis of stock for
taxable years beginning before January 1, 1997.
(i) On December 31, 1994, A owns a block of 50
shares of stock with an adjusted basis per
share of $6 in Corporation S. On December 31,
1994, A purchases for $400 an additional block
of 50 shares of stock with an adjusted basis of
$8 per share. Thus, A holds 100 shares of
stock for each day of the 1995 taxable year.
For S’s 1995 taxable year, A’s pro rata share
of the amount of the items described in sec-
tion 1367(a)(1)(A) (relating to increases in
basis of stock) is $300, and A’s pro rata share
of the amount of the items described in sec-
tion 1367(a)(2) (B) and (D) (relating to de-
creases in basis of stock) is $500. S makes a
distribution to A in the amount of $100 dur-
ing 1995.

(ii) Pursuant to the ordering rules of para-
graph (e) of this section, A increases the
basis of each share of stock by $3 ($300/100
shares) and decreases the basis of each share
of stock by $5 ($500/100 shares). Then A re-
duces the basis of each share by $1 ($100/100
shares) for the distribution. Thus, on Janu-
ary 1, 1996, A has a basis of $3 per share in his
original block of 50 shares ($6+$3¥$5%$1) and
a basis of $5 per share in the second block of
50 shares ($8+$3¥$5¢$1).

Example 2. Adjustments to basis of stock for
taxable years beginning on or after August 18,
1998. (i) On December 31, 2001, A owns a block
of 50 shares of stock with an adjusted basis
per share of $6 in Corporation S. On Decem-
ber 31, 2001, A purchases for $400 an addi-
tional block of 50 shares of stock with an ad-
justed basis of $8 per share. Thus, A holds 100
shares of stock for each day of the 2002 tax-
able year. For S’s 2002 taxable year, A’s pro
rata share of the amount of items described
in section 1367(a)(1)(A) (relating to increases
in basis of stock) is $300, A’s pro rata share
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of the amount of the items described in sec-
tion 1367(a)(2)(B) (relating to decreases in
basis of stock attributable to items of loss
and deduction) is $300, and A’s pro rata share
of the amount of the items described in sec-
tion 1367(a)(2)(D) (relating to decreases in
basis of stock attributable to noncapital,
nondeductible expenses) is $200. S makes a
distribution to A in the amount of $100 dur-
ing 2002.

(ii) Pursuant to the ordering rules of para-
graph (f) of this section, A first increases the
basis of each share of stock by $3 ($300/100
shares) and then decreases the basis of each
share by $1 ($100/100 shares) for the distribu-
tion. A next decreases the basis of each share
by $2 ($200/100 shares) for the noncapital,
nondeductible expenses and then decreases
the basis of each share by $3 ($300/100 shares)
for the items of loss. Thus, on January 1,
2003, A has a basis of $3 per share in the
original block of 50 shares ($6 + $3 ¥ $1 ¥ $2
¥ $3) and a basis of $5 per share in the second
block of 100 shares ($8 + $3 ¥ $1 ¥ $2 ¢ $3).

Example 3. Adjustments attributable to basis
of individual shares of stock. (i) On December
31, 1993, B owns one share of S corporation’s
10 outstanding shares of stock. The basis of
B’s share is $30. On July 2, 1994, B purchases
from another shareholder two shares for $25
each. During 1994, S corporation has no in-
come or deductions but incurs a loss of $365.
Under section 1377(a)(1)(A) and paragraph
(c)(3) of this section, the amount of the loss
assigned to each day of S’s taxable year is
$1.00 ($365/365 days). For each day, $.10 is allo-
cated to each outstanding share ($1.00
amount of loss assigned to each day/10
shares).

(ii) B owned one share for 365 days and,
therefore, reduces the basis of that share by
the amount of loss attributable to it, i.e.,
$36.50 ($.10 x 365 days). B owned two shares
for 182 days and, therefore, reduces the basis
of each of those shares by the amount of the
loss attributable to each, i.e., $18.20 ($.10 x
182 days).

(iii) The bases of the shares are decreased
as follows:

- - ’ . Excess basis
Share Original basis Decrease Adjusted basis reduction
No. 1 ... $30.00 $36.50 $0 $6.50
No. 2 25.00 18.20 6.80 0
No. 3 ... 25.00 18.20 6.80 0
Total remaining basis .........ccoccovevnvevine | e | e 13.60 | o

(iv) Because the decrease in basis attrib-
utable to share No. 1 exceeds the basis of
share No. 1 by $6.50 ($36.50 ¥ $30.00), the ex-
cess is applied to reduce the bases of shares
No. 2 and No. 3 in proportion to their remain-
ing bases. Therefore, the bases of share No. 2

and share No. 3 are each decreased by an ad-
ditional $3.25 ($6.50 x $6.80/$13.60). After this
decrease, Share No. 1 has a basis of zero,
Share No. 2 has a basis of $3.55, and Share
No. 3 has a basis of $3.55.
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Example 4. Effects of section 1377(a)(2) elec-
tion and distribution on basis of stock for tax-
able years beginning before January 1, 1997. (i)
On January 1, 1994, individuals B and C each
own 50 of the 100 shares of issued and out-
standing stock of Corporation S. B’s adjusted
basis in each share of stock is $120, and C’s is
$80. On June 30, 1994, S distributes $6,000 to B
and $6,000 to C. On June 30, 1994, B sells all
of her S stock for $10,000 to D. S elects under
section 1377(a)(2) to treat its 1994 taxable
year as consisting of two taxable years, the
first of which ends at the close of June 30,
the date on which B terminates her interest
inS.

(ii) For the period January 1, 1994, through
June 30, 1994, S has nonseparately computed
income of $6,000 and a separately stated de-
duction item of $4,000. Therefore, on June 30,
1994, B and C, pursuant to the ordering rules
of paragraph (e) of this section, increase the
basis of each share by $60 ($6,000/100 shares)
and decrease the basis of each share by $40
($4,000/100 shares). Then B and C reduce the
basis of each share by $120 ($12,000/100 shares)
for the distribution.

(iii) The basis of B’s stock is reduced from
$120 to $20 per share ($120+$602¥$40%$120). The
basis of C’s stock is reduced from $80 to $0
per share ($80+$60%$40%$120). See section
1368 and §1.1368-1 (c) and (d) for rules relat-
ing to the tax treatment of the distributions.

(iv) Pursuant to paragraph (d)(3) of this
section, the net reduction in the basis of B’s
shares of the S stock required by section 1367
and this section is effective immediately
prior to B’s sale of her stock. Thus, B’s basis
for determining gain or loss on the sale of
the S stock is $20 per share, and B has a gain
on the sale of $180 ($200%$20) per share.

Example 5. Effects of section 1377(a)(2) elec-
tion and distribution on basis of stock for tax-
able years beginning on or after August 18, 1998.
(i) The facts are the same as in Example 4, ex-
cept that all of the events occur in 2001 rath-
er than in 1994 and except as follows: On
June 30, 2001, B sells 25 shares of her stock
for $5,000 to D and 25 shares back to Corpora-
tion S for $5,000. Under section 1377(a)(2)(B)
and §1.1377-1(b)(2), B, C, and D are affected
shareholders because B has transferred
shares to Corporations S and D. Pursuant to
section 1377(a)(2)(A) and §1.1377-1(b)(1), B, C,
and D, the affected shareholders, and Cor-
poration S agree to treat the taxable year
2001 as if it consisted of two separate taxable
years for all affected shareholders for the
purposes set forth in §1.1377-1(b)(3)(i).

(ii) On June 30, 2001, B and C, pursuant to
the ordering rules of paragraph (f)(1) of this
section, increase the basis of each share by
$60 ($6,000/100 shares) for the nonseparately
computed income. Then B and C reduce the
basis of each share by $120 ($12,000/100 shares)
for the distribution. Finally, B and C de-
crease the basis of each share by $40 ($4,000/
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100 shares) for the separately stated deduc-
tion item.

(iif) The basis of the stock of B is reduced
from $120 to $20 per share ($120 + $60 ¥ $120
¥ $40). Prior to accounting for the sepa-
rately stated deduction item, the basis of the
stock of C is reduced from $80 to $20 ($80 + $60
¥ $120). Finally, because the period from
January 1 through June 30, 2001 is treated
under §1.1377-1(b)(3)(i) as a separate taxable
year for purposes of making adjustments to
the basis of stock, under section 1366(d) and
§1.1366-2(a)(2), C may deduct only $20 per
share of the remaining $40 of the separately
stated deduction item, and the basis of the
stock of C is reduced from $20 per share to $0
per share. Under section 1366 and §1.1366-
2(a)(2), C’s remaining separately stated de-
duction item of $20 per share is treated as
having been incurred in the first succeeding
taxable year of Corporation S, which, for
this purpose, begins on July 1, 2001.

(i) [Reserved]

(J) Adjustments for items of income in
respect of a decedent. The basis deter-
mined under section 1014 of any stock
in an S corporation is reduced by the
portion of the value of the stock that is
attributable to items constituting in-
come in respect of a decedent. For the
determination of items realized by an S
corporation constituting income in re-
spect of a decedent, see sections
1367(b)(4)(A) and 691 and applicable reg-
ulations thereunder. For the deter-
mination of the allowance of a deduc-
tion for the amount of estate tax at-
tributable to income in respect of a de-
cedent, see section 691(c) and applica-
ble regulations thereunder.

[T.D. 8508, 59 FR 15, Jan. 3, 1994, as amended
by T.D. 8852, 64 FR 71648, Dec. 22, 1999; 65 FR
12471, Mar. 9, 2000; 65 FR 16319, Mar. 28, 2000]

§1.1367-2 Adjustments to basis of in-
debtedness to shareholder.

(a) In general. This section provides
rules relating to adjustments required
by subchapter S to the basis of indebt-
edness of an S corporation to a share-
holder. For purposes of this section,
shareholder advances not evidenced by
separate written instruments and re-
payments on the advances (open ac-
count debt) are treated as a single in-
debtedness. The basis of indebtedness
of the S corporation to a shareholder is
reduced as provided in paragraph (b) of
this section and restored as provided in
paragraph (c) of this section.
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(b) Reduction in basis of indebtedness—
(1) General rule. If, after making the ad-
justments required by section 1367(a)(1)
for any taxable year of the S corpora-
tion, the amounts specified in section
1367(a)(2) (B), (C), (D), and (E) (relating
to losses, deductions, noncapital, non-
deductible expenses, and certain oil
and gas depletion deductions) exceed
the basis of a shareholder’s stock in
the corporation, the excess is applied
to reduce (but not below zero) the basis
of any indebtedness of the S corpora-
tion to the shareholder held by the
shareholder at the close of the corpora-
tion’s taxable year. Any such indebted-
ness that has been satisfied by the cor-
poration, or disposed of or forgiven by
the shareholder, during the taxable
year, is not held by the shareholder at
the close of that year and is not sub-
ject to basis reduction.

(2) Termination of shareholder’s interest
in corporation during taxable year. If a
shareholder terminates his or her in-
terest in the corporation during the
taxable year, the rules of this para-
graph (b) are applied with respect to
any indebtedness of the S corporation
held by the shareholder immediately
prior to the termination of the share-
holder’s interest in the corporation.

(3) Multiple indebtedness. If a share-
holder holds more than one indebted-
ness at the close of the corporation’s
taxable year or, if applicable, imme-
diately prior to the termination of the
shareholder’s interest in the corpora-
tion, the reduction in basis is applied
to each indebtedness in the same pro-
portion that the basis of each indebted-
ness bears to the aggregate bases of the
indebtedness to the shareholder.

() Restoration of basis—(1) General
rule. If, for any taxable year of an S
corporation beginning after December
31, 1982, there has been a reduction in
the basis of an indebtedness of the S
corporation to a shareholder under sec-
tion 1367(b)(2)(A), any net increase in
any subsequent taxable year of the cor-
poration is applied to restore that re-
duction. For purposes of this section,
net increase with respect to a share-
holder means the amount by which the
shareholder’s pro rata share of the
items described in section 1367(a)(1) (re-
lating to income items and excess de-
duction for depletion) exceed the items
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described in section 1367(a)(2) (relating
to losses, deductions, noncapital, non-
deductible expenses, certain oil and gas
depletion deductions, and certain dis-
tributions) for the taxable year. These
restoration rules apply only to indebt-
edness held by a shareholder as of the
beginning of the taxable year in which
the net increase arises. The reduction
in basis of indebtedness must be re-
stored before any net increase is ap-
plied to restore the basis of a share-
holder’s stock in an S corporation. In
no event may the shareholder’s basis of
indebtedness be restored above the ad-
justed basis of the indebtedness under
section 1016(a), excluding any adjust-
ments under section 1016(a)(17) for
prior taxable years, determined as of
the beginning of the taxable year in
which the net increase arises.

(2) Multiple indebtedness. If a share-
holder holds more than one indebted-
ness as of the beginning of a corpora-
tion’s taxable year, any net increase is
applied first to restore the reduction of
basis in any indebtedness repaid (in
whole or in part) in that taxable year
to the extent necessary to offset any
gain that would otherwise be realized
on the repayment. Any remaining net
increase is applied to restore each out-
standing indebtedness in proportion to
the amount that the basis of each out-
standing indebtedness has been reduced
under section 1367(b)(2)(A) and para-
graph (b) of this section and not re-
stored under section 1367(b)(2)(B) and
this paragraph (c).

(d) Time at which adjustments to basis
of indebtedness are effective—(1) In gen-
eral. The amounts of the adjustments
to basis of indebtedness provided in
section 1367(b)(2) and this section are
determined as of the close of the cor-
poration’s taxable year, and the adjust-
ments are generally effective as of the
close of the corporation’s taxable year.
However, if the shareholder is not a
shareholder in the corporation at that
time, these adjustments are effective
immediately before the shareholder
terminates his or her interest in the
corporation. If a debt is disposed of or
repaid in whole or in part before the
close of the taxable year, the basis of
that indebtedness is restored under
paragraph (c) of this section, effective
immediately before the disposition or
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the first repayment on the debt during
the taxable year.

(2) Effect of election under section
1377(a)(2) or §1.1368-1(g)(2). If an elec-
tion is made under section 1377(a)(2) (to
terminate the year in the case of the
termination of a shareholder’s interest)
or under §1.1368-1(g)(2) (to terminate
the year in the case of a qualifying dis-
position), this paragraph (d) applies as
if the taxable year consisted of sepa-
rate taxable years, the first of which
ends at the close of the day on which
the shareholder either terminates his
or her interest in the corporation or
disposes of a substantial amount of
stock, whichever the case may be.

(e) Examples. The following examples
illustrate the principles of §1.1367-2. In
each example, the corporation is a cal-
endar year S corporation. The lending
transactions described in the examples

do not result in foregone interest
(within the meaning of section
7872(e)(2)), original issue discount

(within the meaning of section 1273), or
total unstated interest (within the
meaning of section 483(b)).

Example 1. Reduction in basis of indebtedness.
(i) A has been the sole shareholder in Cor-
poration S since 1992. In 1993, A loans S $1,000
(Debt No. 1), which is evidenced by a ten-
year promissory note in the face amount of
$1,000. In 1996, A loans S $5,000 (Debt No. 2),

§1.1367-2

which is evidenced by a demand promissory
note. On December 31, 1996, the basis of A’s
stock is zero; the basis of Debt No. 1 has been
reduced under paragraph (b) of this section
to $0; and the basis of Debt No. 2 has been re-
duced to $1,000. On January 1, 1997, A loans S
$4,000 (Debt No. 3), which is evidenced by a
demand promissory note. For S’s 1997 tax-
able year, the sum of the amounts specified
in section 1367(a)(1) (in this case, nonsepa-
rately computed income and the excess de-
duction for depletion) is $6,000, and the sum
of the amounts specified in section 1367(a)(2)
(B), (D), and (E) (in this case, items of sepa-
rately stated deductions and losses, noncap-
ital, nondeductible expenses, and certain oil
and gas depletion deductions—there is no
nonseparately computed loss) is $10,000. Cor-
poration S makes no payments to A on any
of the loans during 1997.

(ii) The $4,000 excess of loss and deduction
items is applied to reduce the basis of each
indebtedness in proportion to the basis of
that indebtedness over the aggregate bases
of the indebtedness to the shareholder (de-
termined immediately before any adjust-
ment under section 1367(b)(2)(A) and para-
graph (b) of this section is effective for the
taxable year). Thus, the basis of Debt No. 2
is reduced in an amount equal to $800 ($4,000
(excess)x$1,000 (basis of Debt No. 2)/$5,000
(total basis of all debt)). Similarly, the basis
in Debt No. 3 is reduced in an amount equal
to $3,200 ($4,000x$4,000/$5,000). Accordingly, on
December 31, 1997, A’s basis in his stock is
zero and his bases in the three debts are as
follows:

Debt 1/1/96 12/31/96 11197 12/31/97 1/1/98
basis reduction basis reduction basis
No. 1 ... $1,000 $1,000 $0 $0 $0
No. 2 5,000 4,000 1,000 800 200
NO. 3 e | e | e 4,000 3,200 800

Example 2. Restoration of basis of indebted-
ness. (i) The facts are the same as in Example
1. On Jduly 1, 1998, S completely repays Debt
No. 3, and, for S’s 1998 taxable year, the net
increase (within the meaning of paragraph
(c) of this section) with respect to A equals
$4,500.

(ii) The net increase is applied first to re-
store the bases in the debts held on January
1, 1998, before any of the net increase is ap-
plied to increase A’s basis in his shares of S
stock. The net increase is applied to restore
first the reduction of basis in indebtedness
repaid in 1998. Any remaining net increase is
applied to restore the bases of the out-
standing debts in proportion to the amount
that each of these outstanding debts have
been reduced previously under paragraph (b)
of this section and have not been restored.
As of December 31, 1998, the total reduction

in A’s debts held on January 1, 1998 equals
$9,000. Thus, the basis of Debt No. 3 is re-
stored by $3,200 (the amount of the previous
reduction) to $4,000. A’s basis in Debt No. 3 is
treated as restored immediately before that
debt is repaid. Accordingly, A does not real-
ize any gain on the repayment. The remain-
ing net increase of $1,300 ($4,500%%$3,200) is ap-
plied to restore the bases of Debt No. 1 and
Debt No. 2. As of December 31, 1998, the total
reduction in these outstanding debts is $5,800
($9,000%$3,200). The basis of Debt No. 1 is re-
stored in an amount equal to $224
($1,300%x$1,000/$5,800). Similarly, the basis in
Debt No. 2 is restored in an amount equal to
$1,076 ($1,300x$4,800/$5,800). On December 31,
1998, A’s basis in his S stock is zero and his
bases in the two remaining debts are as fol-
lows:
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Original Amount 1/1/98 Amount 12/31/98
basis reduced basis restored basis
$1,000 $1,000 $0 $224 $224
5,000 4,800 200 1,076 1,276

Example 3. Full restoration of basis in indebt-
edness when debt is repaid in part during the
taxable year. (i) C has been a shareholder in
Corporation S since 1992. In 1997, C loans S
$1,000. S issues its note to C in the amount of
$1,000, of which $950 is payable on March 1,
1998, and $50 is payable on March 1, 1999. On
December 31, 1997, C’s basis in all her shares
of S stock is zero and her basis in the note
has been reduced under paragraph (b) of this
section to $900. For 1998, the net increase
(within the meaning of paragraph (c) of this
section) with respect to C is $300.

(ii) Because C’s basis of indebtedness was
reduced in a prior taxable year under §1.1367-
2(b), the net increase for 1998 is applied to re-
store this reduction. The restored basis can-
not exceed the adjusted basis of the debt as
of the beginning of the first day of 1998, ex-
cluding prior adjustments under section 1367,
or $1,000. Therefore, $100 of the $300 net in-
crease is applied to restore the basis of the
debt from $900 to $1,000 effective imme-
diately before the repayment on March 1,
1998. The remaining net increase of $200 in-
creases C’s basis in her stock.

Example 4. Determination of net increase—
distribution in excess of increase in basis. (i) D
has been the sole shareholder in Corporation
S since 1990. On January 1, 1996, D loans S
$10,000 in return for a note from S in the
amount of $10,000 of which $5,000 is payable
on each of January 1, 2000, and January 1,
2001. On December 31, 1997, the basis of D’s
shares of S stock is zero, and his basis in the
note has been reduced under paragraph (b) of
this section to $8,000. During 1998, the sum of
the items under section 1367(a)(1) (relating to
increases in basis of stock) with respect to D
equals $10,000 (in this case, nonseparately
computed income), and the sum of the items
under section 1367(a)(2)(B), (C), (D), and (E)
(relating to decreases in basis of stock) with
respect to D equals $0. During 1998, S also
makes distributions to D totaling $11,000.
This distribution is an item that reduces
basis of stock under section 1367(a)(2)(A) and
must be taken into account for purposes of
determining whether there is a net increase
for the taxable year. Thus, for 1998, there is
no net increase with respect to D because the
amount of the items provided in section
1367(a)(1) do not exceed the amount of the
items provided in section 1367(a)(2).

(ii) Because there is no net increase with
respect to D for 1998, none of the 1997 reduc-
tion in D’s basis in the indebtedness is re-
stored. The $10,000 increase in basis under
section 1367(a)(1) is applied to increase D’s
basis in his S stock. Under section
1367(a)(2)(A), the $11,000 distribution with re-
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spect to D’s stock reduces D’s basis in his
shares of S stock to $0. See section 1368 and
§1.1368-1 (c) and (d) for the tax treatment of
the $1,000 distribution in excess of D’s basis.

Example 5. Distributions less than increase in
basis. (i) The facts are the same as in Example
4, except that in 1998 S makes distributions
to D totaling $8,000. On these facts, for 1998,
there is a net increase with respect to D of
$2,000 (the amount by which the items pro-
vided in section 1367(a)(1) exceed the amount
of the items provided in section 1367(a)(2)).

(ii) Because there is a net increase of $2,000
with respect to D for 1998, $2,000 of the $10,000
increase in basis under section 1367(a)(1) is
first applied to restore D’s basis in the in-
debtedness to $10,000 ($8,000 + $2,000). Accord-
ingly, on December 31, 1998, D has a basis in
his shares of S stock of $0 ($0 + $8,000 (in-
crease in basis remaining after restoring
basis in indebtedness)—$8,000 (distribution))
and a basis in the note of $10,000.

[T.D. 8508, 59 FR 16, Jan. 3, 1994]

§1.1367-3 Effective date and transition
rule.

Except for §1.1367-1(f), (h) Example 2
and Example 5, and (j), 8§1.1367-1 and
1.1367-2 apply to taxable years of the
corporation beginning on or after Jan-
uary 1, 1994. Section 1.1367-1(f), (h) Ex-
ample 2 and Example 5, and (j) apply
only to taxable years of the corpora-
tion beginning on or after August 18,
1998. For taxable years beginning be-
fore January 1, 1994, and taxable years
beginning on or after January 1, 1997,
and before August 18, 1998, the basis of
a shareholder’s stock must be deter-
mined in a reasonable manner, taking
into account the statute and legisla-
tive history. Except for §1.1367-1(f), (h)
Example 2 and Example 5, and (j), return
positions consistent with §§1.1367-1 and
1.1367-2 are reasonable for taxable
years beginning before January 1, 1994.
Return positions consistent with
§1.1367-1(f), (h) Example 2 and Example
5, and (j) are reasonable for taxable
years beginning on or after January 1,
1997, and before August 18, 1998.

[T.D. 8852, 64 FR 71649, Dec. 22, 1999]

§1.1368-0 Table of contents.

The following table of contents is
provided to facilitate the use of
§§1.1368-1 through 1.1368-4.
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[T.D. 8508, 59 FR 18, Jan. 3, 1994, as amended
by T.D. 8696, 61 FR 67455, Dec. 23, 1996; T.D.
8852, 64 FR 71649, Dec. 22, 1999; T.D. 8869, 65
FR 3855, Jan. 25, 2000]

§1.1368-1 Distributions by S corpora-
tions.

(@) In general. This section provides
rules for distributions made by an S
corporation with respect to its stock
which, but for section 1368(a) and this
section, would be subject to section
301(c) and other rules of the Internal
Revenue Code that characterize a dis-
tribution as a dividend.

(b) Date distribution made. For pur-
poses of section 1368, a distribution is
taken into account on the date the cor-
poration makes the distribution, re-
gardless of when the distribution is
treated as received by the shareholder.

(c) S corporation with no earnings and
profits. A distribution made by an S
corporation that has no accumulated
earnings and profits as of the end of
the taxable year of the S corporation
in which the distribution is made is
treated in the manner provided in sec-
tion 1368(b).

(d) S corporation with earnings and
profits—(1) General treatment of distribu-
tion. Except as provided in paragraph
(d)(2) of this section, a distribution
made with respect to its stock by an S
corporation that has accumulated
earnings and profits as of the end of
the taxable year of the S corporation
in which the distribution is made is
treated in the manner provided in sec-
tion 1368(c). See section 316 and §1.316—
2 for provisions relating to the alloca-
tion of earnings and profits among dis-
tributions.

(2) Previously taxed income. This para-
graph (d)(2) applies to distributions by
a corporation that has both accumu-
lated earnings and profits and pre-
viously taxed income (within the
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meaning of section 1375(d)(2), as in ef-
fect prior to its amendment by the
Subchapter S Revision Act of 1982, and
the regulations thereunder) with re-
spect to one or more shareholders. In
the case of such a distribution, that
portion remaining after the application
of section 1368(c)(1) (relating to dis-
tributions from the accumulated ad-
justments account (AAA) as defined in
§1.1368-2(a)) is treated in the manner
provided in section 1368(b) (relating to
S corporations without earnings and
profits) to the extent that portion is a
distribution of money and does not ex-
ceed the shareholder’s net share imme-
diately before the distribution of the
corporation’s previously taxed income.
The AAA and the earnings and profits
of the corporation are not decreased by
that portion of the distribution. Any
distribution remaining after the appli-
cation of this paragraph (d)(2) is treat-
ed in the manner provided in section
1368(c) (2) and (3).

(e) Certain adjustments taken into
account—(1) Taxable years beginning be-
fore January 1, 1997. For any taxable
year of the corporation beginning be-
fore January 1, 1997, paragraphs (c) and
(d) of this section are applied only after
taking into account—

(i) The adjustments to the basis of
the shares of a shareholder’s stock de-
scribed in section 1367 (without regard
to section 1367(a)(2)(A) (relating to de-
creases attributable to distributions
not includible in income)) for the S
corporation’s taxable year; and

(if) The adjustments to the AAA re-
quired by section 1368(e)(1)(A) (but
without regard to the adjustments for
distributions under §1.1368-2(a)(3)(iii))
for the S corporation’s taxable year.

(2) Taxable years beginning on or after
August 18, 1998. For any taxable year of
the corporation beginning on or after
August 18, 1998, paragraphs (c) and (d)
of this section are applied only after
taking into account—

(i) The adjustments to the basis of
the shares of a shareholder’s stock de-
scribed in section 1367(a)(1) (relating to
increases in basis of stock) for the S
corporation’s taxable year; and

(if) The adjustments to the AAA re-
quired by section 1368(e)(1)(A) (but
without regard to the adjustments for
distributions under §1.1368-2(a)(3)(iii))

26 CFR Ch. | (4-1-03 Edition)

for the S corporation’s taxable year.
Any net negative adjustment (as de-
fined in section 1368(e)(1)(C)(ii)) for the
taxable year shall not be taken into ac-
count.

(f) Elections relating to source of
distributions—(1) In general. An S cor-
poration may modify the application of
paragraphs (c) and (d) of this section by
electing (pursuant to paragraph (f)(5) of
this section)—

(i) To distribute earnings and profits
first as described in paragraph (f)(2) of
this section;

(ii) To make a deemed dividend as de-
scribed in paragraph (f)(3) of this sec-
tion; or

(iii) To forego previously taxed in-
come as described in paragraph (f)(4) of
this section.

(2) Election to distribute earnings and
profits first—(i) In general. An S cor-
poration with accumulated earnings
and profits may elect under this para-
graph (f)(2) for any taxable year to dis-
tribute earnings and profits first as
provided in section 1368(e)(3). Except as
provided in paragraph (f)(2)(ii) of this
section, distributions made by an S
corporation making this election are
treated as made first from earnings and
profits under section 1368(c)(2) and sec-
ond from the AAA under section
1368(c)(1). Any remaining portion of the
distribution is treated in the manner
provided i