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

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

(ii) The adjusted basis of any indebt-
edness of the corporation to the share-
holder (as determined under para-
graphs (a)(2) and (a)(4)(ii) of this sec-
tion).

(2) Basis of indebtedness—(i) In gen-
eral. The term basis of any indebtedness
of the S corporation to the shareholder
means the shareholder’s adjusted basis
(as defined in §1.1011-1 and as specifi-
cally provided in section 1367(b)(2)) in
any bona fide indebtedness of the S
corporation that runs directly to the
shareholder. Whether indebtedness is
bona fide indebtedness to a shareholder
is determined under general Federal
tax principles and depends upon all of
the facts and circumstances.

(ii) Special rule for guarantees. A
shareholder does not obtain basis of in-
debtedness in the S corporation merely
by guaranteeing a loan or acting as a
surety, accommodation party, or in
any similar capacity relating to a loan.
When a shareholder makes a payment
on bona fide indebtedness of the S cor-
poration for which the shareholder has
acted as guarantor or in a similar ca-
pacity, then the shareholder may in-
crease the shareholder’s basis of in-
debtedness to the extent of that pay-
ment.

(iii) Examples. The following exam-
ples illustrate the provisions of para-
graph (a)(2)(i) and (ii) of this section:

Example 1. Shareholder loan transaction. A is
the sole shareholder of S, an S corporation.
S received a loan from A. Whether the loan
from A to S constitutes bona fide indebted-
ness from S to A is determined under general
Federal tax principles and depends upon all
of the facts and circumstances. See para-
graph (a)(2)(i) of this section. If the loan con-
stitutes bona fide indebtedness from S to A,
A’s loan to S increases A’s basis of indebted-
ness under paragraph (a)(2)(i) of this section.
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The result is the same if A made the loan to
S through an entity that is disregarded as an
entity separate from A under §301.7701-3 of
this chapter.

Example 2. Back-to-back loan transaction. A
is the sole shareholder of two S corporations,
S1 and S2. S1 loaned $200,000 to A. A then
loaned $200,000 to S2. Whether the loan from
A to S2 constitutes bona fide indebtedness
from S2 to A is determined under general
Federal tax principles and depends upon all
of the facts and circumstances. See para-
graph (a)(2)(i) of this section. If A’s loan to
S2 constitutes bona fide indebtedness from
S2 to A, A’s back-to-back loan increases A’s
basis of indebtedness in S2 under paragraph
(a)(2)(i) of this section.

Example 3. Loan restructuring through dis-
tributions. A is the sole shareholder of two S
corporations, S1 and S2. In May 2014, S1
made a loan to S2. In December 2014, S1 as-
signed its creditor position in the note to A
by making a distribution to A of the note.
Under local law, after S1 distributed the note
to A, S2 was relieved of its liability to S1 and
was directly liable to A. Whether S2 is in-
debted to A rather than S1 is determined
under general Federal tax principles and de-
pends upon all of the facts and cir-
cumstances. See paragraph (a)(2)(i) of this
section. If the note constitutes bona fide in-
debtedness from S2 to A, the note increases
A’s basis of indebtedness in S2 under para-
graph (a)(2)(i) of this section.

Example 4. Guarantee. A is a shareholder of
S, an S corporation. In 2014, S received a
loan from Bank. Bank required A’s guar-
antee as a condition of making the loan to S.
Beginning in 2015, S could no longer make
payments on the loan and A made payments
directly to Bank from A’s personal funds
until the loan obligation was satisfied. For
each payment A made on the note, A obtains
basis of indebtedness under paragraph
(a)(2)(ii) of this section. Thus, A’s basis of in-
debtedness is increased during 2015 under
paragraph (a)(2)(ii) of this section to the ex-
tent of A’s payments to Bank pursuant to
the guarantee agreement.

(3) 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
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bases of stock of an S corporation and
indebtedness of the corporation to the
shareholder, see paragraphs (a)(4) (1)
and (ii) of this section.

(4) Basis limitation amount—(i) Stock
portion. A shareholder generally deter-
mines the adjusted basis of stock for
purposes of paragraphs (a)(1)(i) and (3)
of this section (limiting losses and de-
ductions) by taking into account only
increases in Dbasis 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
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
(a)(1)(ii) and (3) 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.

(5) 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
(a)(4)(i) of this section) and the ad-
justed basis of any indebtedness of the
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corporation to the shareholder (deter-
mined in accordance with paragraph
(a)(4)(ii) 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).

(6) Nontransferability of losses and de-
ductions—(1) In general. Except as pro-
vided in paragraph (a)(6)(ii) of this sec-
tion, any loss or deduction disallowed
under paragraph (a)(1) of this section is
personal to the shareholder and cannot
in any manner be transferred to an-
other person. If a shareholder 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 reduced and
the transferee does not acquire any
portion of the disallowed loss or deduc-
tion. If a shareholder transfers all of
the shareholder’s stock in the corpora-
tion, any disallowed loss or deduction
is permanently disallowed.

(ii) Ezxceptions for transfers of stock
under section 1041(a). If a shareholder
transfers stock of an S corporation
after December 31, 2004, in a transfer
described in section 1041(a), any loss or
deduction with respect to the trans-
ferred stock that is disallowed to the
transferring shareholder under para-
graph (a)(1) of this section shall be
treated as incurred by the corporation
in the following taxable year with re-
spect to the transferee spouse or
former spouse. The amount of any loss
or deduction with respect to the stock
transferred shall be determined by pro-
rating any losses or deductions dis-
allowed under paragraph (a)(l) of this
section for the year of the transfer be-
tween the transferor and the spouse or
former spouse based on the stock own-
ership at the beginning of the following
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taxable year. If a transferor claims a
deduction for losses in the taxable year
of transfer, then under paragraph (a)(5)
of this section, if the transferor’s pro
rata share of the losses and deductions
in the year of transfer exceeds the
transferor’s basis in stock and the in-
debtedness of the corporation to the
transferor, then the limitation must be
allocated among the transferor
spouse’s pro rata share of each loss or
deduction, including disallowed losses
and deductions carried over from the
prior year.

(iii) Examples. The following exam-
ples illustrates the provisions of para-
graph (a)(6)(ii) of this section:

Example 1. A owns all 100 shares in X, a cal-
endar year S corporation. For X’s taxable
year ending December 31, 2006, A has zero
basis in the shares and X does not have any
indebtedness to 4. For the 2006 taxable year,
X had $100 in losses that A cannot use be-
cause of the basis limitation in section
1366(d)(1) and that are treated as incurred by
the corporation with respect to 4 in the fol-
lowing taxable year. Halfway through the
2007 taxable year, A transfers 50 shares to B,
A’s former spouse in a transfer to which sec-
tion 1041(a) applies. In the 2007 taxable year,
X has $80 in losses. On A’s 2007 individual in-
come tax return, 4 may use the entire $100
carryover loss from 2006, as well as A’s share
of the $80 2007 loss determined under section
1377(a) ($60), assuming A acquires sufficient
basis in the X stock. On B’s 2007 individual
income tax return, B may use B’s share of
the $80 2007 loss determined under section
1377(a) ($20), assuming B has sufficient basis
in the X stock. If any disallowed 2006 loss is
disallowed to A under section 1366(d)(1) in
2007, that loss is prorated between A and B
based on their stock ownership at the begin-
ning of 2008. On B’s 2008 individual income
tax return, B may use that loss, assuming B
acquires sufficient basis in the X stock. If
neither A nor B acquires any basis during
the 2007 taxable year, then as of the begin-
ning of 2008, the corporation will be treated
as incurring $50 of loss with respect to 4 and
$50 of loss with respect to B for the $100 of
disallowed 2006 loss, and the corporation will
be treated as incurring $60 of loss with re-
spect to A and $20 with respect to B for the
$80 of disallowed 2007 loss.

Example 2. Assume the same facts as Exam-
ple 1, except that during the 2007 taxable
year, A acquires $10 of basis in A’s shares in
X. For the 2007 taxable year, 4 may claim a
$10 loss deduction, which represents $6.25 of
the disallowed 2006 loss of $100 and $3.75 of
A’s 2007 loss of $60. The disallowed 2006 loss is
reduced to $93.75. As of the beginning of 2008,
the corporation will be treated as incurring

823



§1.1366-2

half of the remaining $93.75 of loss with re-
spect to A and half of that loss with respect
to B for the remaining $93.75 of disallowed
2006 loss, and if B does not acquire any basis
during 2007, the corporation will be treated
as incurring $56.25 of loss with respect to 4
and $20 with respect to B for the remaining
disallowed 2007 loss.

() Basis of stock acquired by gift. For
purposes of section 1366(d)(1)(A) and
paragraphs (a)(1)(i) and (3) 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-
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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
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.

824



Internal Revenue Service, Treasury

(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-
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, as
amended by T.D. 9422, 73 FR 47531, Aug. 14,
2008; T.D. 9682, 79 FR 42678, July 23, 2014]

§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

§1.1366-3

member of the family) who is not a
shareholder in the corporation. In addi-
tion, for purposes of section 1366(e), if a
member of the family of one or more
shareholders of the S corporation holds
an interest in a passthrough entity
(e.g., a partnership, S corporation,
trust, or estate), that performs services
for, or furnishes capital to, the S cor-
poration without receiving reasonable
compensation, the Commissioner shall
prescribe adjustments to the pass-
through entity and the corporation as
may be necessary to reflect the value
of the services rendered or capital fur-
nished. For purposes of section 1366(e),
the term family of any shareholder in-
cludes only the shareholder’s spouse,
ancestors, lineal descendants, and any
trust for the primary benefit of any of
these persons.

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

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

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