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Notice
ANY TAX ADVICE IN THIS COMMUNICATION IS NOT INTENDED OR WRITTEN BY
THE SPEAKERS’ FIRMS TO BE USED, AND CANNOT BE USED, BY A CLIENT OR ANY
OTHER PERSON OR ENTITY FOR THE PURPOSE OF (i) AVOIDING PENALTIES THAT
MAY BE IMPOSED ON ANY TAXPAYER OR (ii) PROMOTING, MARKETING OR
RECOMMENDING TO ANOTHER PARTY ANY MATTERS ADDRESSED HEREIN.
You (and your employees, representatives, or agents) may disclose to any and all persons,
without limitation, the tax treatment or tax structure, or both, of any transaction
described in the associated materials we provide to you, including, but not limited to,
any tax opinions, memoranda, or other tax analyses contained in those materials.
The information contained herein is of a general nature and based on authorities that are
subject to change. Applicability of the information to specific situations should be
determined through consultation with your tax adviser.
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Allocation of Income and Losses
among Shareholders
• Unlike a partnership an S corporation has limited
flexibility in allocating items to shareholders.
• As a corollary to the single class of stock rule, the S
corporation must allocate an equal amount of
income or loss, whether combined or separately
reported to each share for each day of the year.
• If there are no changes in the ownership during the year,
the corporation allocates all items to all shareholders in
proportion to their percentage of shares owned.
• However, there may be instances in which the
corporation may divide its year into separate periods for
purposes of the allocation of tax items to shareholders.
Copyright © Robert W. Jamison
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Separate Accounting Periods
Permitted
• A shareholder’s entire interest terminates. [Code
Sec. 1377(a)(2), Reg. §1.1377-1(b)(1).] Examples:
• Sale
• Gift
• Death
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Separate Accounting Periods
Permitted (Continued)
• A shareholder disposes of 20 percent or more of the
outstanding shares during a 30-day period within the
corporation’s taxable year. [Reg. §1.1368-1(g)(2)(i)(A).]
• The corporation redeems 20 percent or more of the
outstanding shares from one shareholder during a 30day period the corporation’s taxable year, if the
redemption qualifies as an exchange pursuant to Code
Sec. 302 or Code Sec. 303. [Reg. §1.1368-1(g)(2)(i)(B).]
• The corporation issues shares directly to one or more
new shareholders during a 30-day period and the issue
is at least 25% of the corporation ‘s prior outstanding
stock. [Reg. §1.1368-1(g)(2)(i)(C).]
Copyright © Robert W. Jamison
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Improper Allocation Methods
• Some taxpayers have misunderstood the allocation
formula for S corporation items. The
misunderstandings have included the allocation
methodology, and identity of the shareholder.
• One case points out some crucial
misunderstandings of the allocation formula for
income and other items of an S corporation.
• In the case of Feraco v. Commissioner, TC Memo 2000312, the shareholders agreed to divide the profits based
on the sales by each of the three shareholders.
• This method has no validity whatsoever, and the IRS
reallocated income based on stock ownership.
Copyright © Robert W. Jamison
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Pro-Rata Allocation
• General rule
• No Substantial Economic Effect as in partnerships
• No rule for precontribution gains, losses, etc.
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Example 1
• An S corporation has a 60% shareholder and a 40%
shareholder.
• It has $70,000 ordinary income, $20,000 long-term
capital gains and $5,000 dividend income.
• The long-term capital gain arose from a gain that
had accrued before the 60% shareholder
contributed the property to the corporation.
• The 60% shareholder will report 60% of each item,
and the 40% shareholder will report 40% of each.
Copyright © Robert W. Jamison
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Interim Closing
• Termination of a shareholder’s interest.
• Must dispose of ALL stock held by shareholder
• Need not hold any minimum % of outstanding shares

• Any transfer
•
•
•
•
•

(taxable or free)
Related party ok
Other relations ok
(Employee, director)
Careful with trust conversions

• Unconsummated agreement to purchase did not
constitute a divestiture (McMichael)
Copyright © Robert W. Jamison
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Example 2
• Stan Seller owns all of the shares in Skyco, Inc., an S
corporation. Stan’s stock basis at the beginning of
2017 is $1,000,000. In 2017, Skyco operates at a
breakeven. Skyco’s aggregate asset basis is
$1,000,000. In December 2017 Brenda Buyer offers
to purchase all of Stan’s shares for $1,000,000. The
deal closes on December 29, 2017.

Copyright © Robert W. Jamison
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Example 2 (Continued)
• Skyco has only two properties:
Adjusted

• Description
• Land held as investment

basis

value

$1,000,000

$635,000

0

365,000

• Airplane
• Total

Fair market

$1,000,000
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$1,000,000
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Example 2 (Continued)
• On December 30, Skyco distributes the airplane to
Brenda.
• Code Section 311(b) causes Skyco to recognize
$365,000.
• This gain is subject to two possible characterization
rules:
• Code Section 1245 treats the gain as ordinary income to
the extent of depreciation allowed.
• Code Section 1239 characterizes all gain as ordinary
income if the property is transferred to a greater than
50% shareholder and the shareholder is allowed to claim
depreciation.
Copyright © Robert W. Jamison
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Example 2 (Continued)
• Therefore Skyco recognizes $365,000 of ordinary
income on December 30, 2017. Under the pro-rata
allocation rule Skyco allocates the gain as follows:
Shareholder
Stan
Brenda
Total

Fraction
363/365
2/365
365/365
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Amount
$363,000
2,000
$365,000

18

Example 2 (Continued)
• Results to Brenda:
Stock purchase
Ordinary income
Distribution
Total for year

Income
$0
2,000
0
$2,000
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Basis
$1,000,000
2,000
(365,000)
$637,000
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Example 2 (Continued)
• Since Stan sold all of his stock, Skyco is qualified to
make the interim closing election under Code
Section 1377(a)(2).
• A properly executed election would shift all of the
ordinary income resulting from the distribution to
Brenda, since she owned all of the stock in the
portion of the corporation’s taxable year in which
the distribution occurred.
• However, Stan may have very little leverage after
the fact, since Brenda controls the corporation
when it files its tax return for 2016.
Copyright © Robert W. Jamison
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Caution!!
• As Example 2 indicates, an election to close the
books may alleviate some inequitable mismatches
of tax rules.
• However, without an agreement in place before the
sale, and means of enforcing the tax results, the
seller may be in a most precarious position

Copyright © Robert W. Jamison
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Interim Closing
• The Section 1377(a)(2) election may also be of
benefit to the purchaser of the stock.

Copyright © Robert W. Jamison

22

Example 3
• Assume the same facts in Example 3 6, except that
Skyco distributed the airplane to Stan on January 1,
2017 and Brenda purchased all of the stock on
January 2.
• To reflect the corporation’s reduced assets, she
paid $635,000 for the stock Without the Section
1377(a)(2) election, the tax consequences would
be:

Copyright © Robert W. Jamison
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Example 3 (Continued)
• Results to Brenda:
Stock purchase
Ordinary income
Total for year

Income
$0
363,000
$363,000
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Basis
$635,000
363,000
$998,000
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Example 3 (Continued)
• Results to Stan:
Income

Basis

Basis before distribution
Ordinary income

$1,000,000
$2,000

2,000

0

(365,000)

Distribution
Basis on January 2

637,000

Amount realized

(635,000)

Capital loss

(2,000)

Total for year

$

Copyright © Robert W. Jamison

0

(2,000)
$

0
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Interim Closing
• In other situations, the mismatch of income and
timing resulting from the pro-rata method may
have beneficial results.

Copyright © Robert W. Jamison
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Example 4
• Merle Mortal owned all of the stock of Musico, Inc.,
an S corporation that used the accrual method of
accounting.
• On March 14, 2017, Merle died.
• All of his stock passed directly to Elaine Eternal.
• Included in the stock’s value on March 14 were the
proceeds of a $5,000,000 insurance policy, which
met all of the requirements of Code Section 101(j).

Copyright © Robert W. Jamison
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Example 4 (Continued)
• Musico is eligible for the Code Section 1377(a)(2)
election, since Merle’s entire shareholder interest
terminated during the taxable year.
• However, this election would shift all of the
nontaxable insurance to Merle, and would increase
his basis by $5,000,000.
• Since the recognition of this income would have no
effect on the stock’s fair market value, Elaine would
receive no direct or indirect benefit from this allocation.
• However, the default pro-rata allocation would shift
$4,000,000 of tax-exempt income, and the resultant
basis increase, to Elaine.
Copyright © Robert W. Jamison
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Details of the Split Year Election
• In order to use one of the interim closing
allocations, the corporation must file a proper
election.
• The election to close the books upon one of the
enumerated events is a corporate level election.
• No shareholder or group of shareholders can force
the election, unless they control the directors at
the time the corporation files its tax return, since
the president or other designated officer is the
person empowered to make the election.
Copyright © Robert W. Jamison
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Example 5
• Famco, Inc. is a calendar year S corporation with 40
shareholders.
• On February 14, 2017 Sally, one of Famco’s
shareholders, sells all of her stock to Byron.
• The stock in question was only three percent of
Famco’s outstanding shares.
• The corporation may elect to close its books and allocate
three percent of the income from January 1 through February
14 to Sally, and three percent of the income from February 15
through December 31 to Byron.
• However, with only three percent of the shares it is unlikely
that these two shareholders could force the corporation to go
to the extra effort of an interim closing.
Copyright © Robert W. Jamison
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Consent for Complete Termination
of Shareholder’s Interest
• The statute and regulations require the consent of
all “affected” shareholders.
• The shareholders whose allocations are not
affected by the election are not required to
consent.
• For this election, the term "consent" is a bit of a
misnomer.
• For taxable years beginning after December 31,
2002 the corporation merely attaches a statement
to its Form 1120S that the affected shareholders
have consented. [Reg. §1.1377-1(b)(5)(i)(D).]
Copyright © Robert W. Jamison

32

Example 6
• At the beginning of 2017, Simon and Dianna are equal
shareholders in LTB Corporation, an S corporation.
• On July 1, 2017 Simon sells all of his shares to Vicki.
• Simon is treated as the owner of his shares through July 1, or
the first 182 days of the year. Vicki is the owner for the last
183 days of the year.
• If LTB elects to close the books at the end of July 1, Simon and
Vicki must consent to this election (in theory).
• Dianna is not an "affected" shareholder and her consent is
unnecessary.

• To comply with the consent rule, LTB attaches a
statement to its Form 1120S for 2017.
Copyright © Robert W. Jamison
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Election Statement
• A corporation that intends to close its books on the
date of termination of a shareholder's interest must
file a statement with its Form 1120S for the year of
the transfer.
• The statement must disclose the manner of the
shareholder's termination, such as a sale, a gift, a
transfer at death, or a stock redemption.
• The regulations do not require that the corporation
explicitly identify the number of shares held by
each person throughout the year, but only the
shares transferred.
Copyright © Robert W. Jamison
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Sample Letter 6-1: Election to
terminate taxable year, from S
Corporation Taxation, p. 445
Election to terminate taxable year under Internal Revenue Code
Sec. 1377(a)(2) and Reg. §1.1377-1(b)
{Corporation}
{FEIN}
Attachment to Form 1120S
{Corporation} elects to treat its taxable year beginning {date} and
ending {date} as two taxable years under Internal Revenue Code
Section 1377(a)(2) and Reg. § 1.1377-1(b) The first taxable year
terminated on {date}, within the meaning of Section 1377(a)(2). On
that date, {Name} sold all of {his/her} shares to {Name}. The second
taxable year, within the meaning of Section 1377(a)(2), begins on
{date} and ends on {date}. {Corporation} and each affected
shareholder consent to the terminating election.
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Consent for Substantial Disposition of
Issuance of New Shares
• Regulations §1.1368-1(g) also permits an interim
closing when the corporation issues shares to new
shareholders, and the new shares are at least 25%
of the previously outstanding number. [Reg.
§1.1368-1(g).]
• The closing upon a substantial disposition or new
issue of stock requires consent of all shareholders
who own any stock during the year of the event.
For taxable years beginning after December 31,
2002 the corporation merely attaches a statement
to its Form 1120S that the affected shareholders
have consented. [Reg. §1.1368-1(g)(2)(iii).]
Copyright © Robert W. Jamison
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Invalidating an Interim Closing
Election
• Presumably, any affected shareholder could
invalidate the election by refusing to report
consistently.
• To do so, the shareholder attaches Form 8082,
Notice of Inconsistent Treatment or Administrative
Adjustment Request (AAR) to his or her tax return
corresponding to the corporation’s taxable year of
the election.

Copyright © Robert W. Jamison
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Moral of the Story
1. Know the tax rules
2. Know the client’s situation
3. Make sure the agreement is valid and
enforceable.

Copyright © Robert W. Jamison
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Tax Reporting and Basis Adjustments after an
S Corporation Stock Sale
By: Brian T. Lovett, CPA, CGMA, JD

§1377 ELECTION STATEMENT
• Reg. §1.1377-1(b)(5) requires affirmative election
– Original or amended return for the year of the
terminating event
– Only applies to the terminating event for which is it
made
– Election, once made is irrevocable
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§1377 ELECTION STATEMENT
• Four requirements under Reg. §1.1377-1(b)(5)
– Declaration by S corporation that it is electing to treat
the taxable year as two separate years under
§1377(a)(2)
– Information setting forth when and how the
shareholder’s interest was terminated (i.e. sale, gift ,
death)
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§1377 ELECTION STATEMENT
• Four requirements under Reg. §1.1377-1(b)(5)
– Signature of authorized officer
• After 12/31/2002, considered signed by signature on Form
1120S

– Statement by the corporation that the corporation
and each affected shareholder consent to the election
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§1377 ELECTION STATEMENT

43

§1377 ELECTION CONSENT
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AFFECTED SHAREHOLDERS
• The shareholder whose interest is transferred
• All shareholders to whom such shareholder has
transferred shares during the year
– Cross purchase – only involved shareholders
– Redemption – all remaining S corporation shareholders

• Administrator or executor of estate may consent on
behalf of a deceased shareholder
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TIMING OF DECISION ON ALLOCATION METHOD
• Election is filed as part of tax return, therefore decision
does not need to be made until return is prepared
• Decision can have significant impact to the selling
shareholders; as a result, it makes sense to decide on
allocation method promptly
• Must have time to obtain required consents
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COUNTING DAYS IN INTERIM PERIOD
• In order to properly allocate income, it is necessary to
properly count the days in the period
• A shareholder who disposes of stock is treated as the
shareholder for the day of disposition
• A shareholder who dies is treated as the shareholder on
the day of death
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AFTER THE ELECTION
• S corporation will treat the taxable year as two
separate years for:
– Allocating items of income, loss, deduction and credit
– Making adjustments to AAA, E&P and basis
– Determining tax effect of distributions

• Terminating election does not impact due date
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AFTER THE ELECTION – SPECIAL RULES
• Terminating election does not alter the year of
inclusion for an S corporation shareholder
• Example: B is a 50% shareholder of an S
corporation with a fiscal year ended Sept. 30. If B
terminates his interest in December 1, X1, when
will his allocable share of income be includible?

49

AFTER THE ELECTION – SPECIAL RULES
• Answer: B will be allocated his share of income
through the date of sale on a K-1 for the year
ended September 30, X2 and will include that
income on his personal return for his year ended
December 31, X2. This deferral offers a planning
opportunity regarding timing of sale.
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AFTER THE ELECTION – SPECIAL RULES
• If there is more than one terminating event
during the taxable year, more than one election
can be made
– A shareholder who previously transferred their entire
interest is not required to consent to a subsequent
termination election
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INCOME ALLOCATION EXAMPLE
• On January 6, 2012, A and B form a new corporation, X. On the
same day, X issues 100 shares of stock, 50 shares each to A and B.
X elects to be an S corporation and uses the calendar taxable year.
• On July 24, 2012, B sells her fifty shares of stock to C for $150,000.
As a result, B owns 50 percent of the X stock from January 6 to July
24 (200 days). C owns 50 percent of the stock from July 25 to
December 31 (160 days).
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INCOME ALLOCATION EXAMPLE
• X earns $75,000 of net income during the taxable year. X lost
$75,000 during the period from Jan. 6 through July 24 and had
$150,000 of income from July 25 through December 31.
• Using per share per day allocation, B would be allocated $20,833
($75,000 x 50% x 200/360 days) and C would be allocated $16,667
($75,000 x 50% x 160/360 days).
• However, if a §1377(a)(2) election was made, the results would be
quite different
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INCOME ALLOCATION AFTER § 1377 ELECTION
• Assume the same facts as in the last example, however we
now have two periods within the tax year
– Period 1 - $75,000 loss of which B is allocated $($37,500)
and C is allocated nothing
– Period 2 - $150,000 income of which B is allocated nothing
and C is allocated $75,000 income
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IMPACT ON SELLING SHAREHOLDER
• Assume B had a basis in her S corporation stock
of $100,000 at the beginning of the tax year.
– Without a §1377 election:
•
•
•
•

Basis @ 1/1
Income
Basis before sale
Capital gain

$100,000
$ 20,833
$120,833
$ 29,167
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IMPACT ON SELLING SHAREHOLDER
• Assume same facts. Also assume B had a basis of
$100,000 at the beginning of the tax year.
– With a §1377 election:
•
•
•
•

Basis @ 1/1
Loss
Basis before sale
Capital gain

$100,000
($ 37,500)
$ 62,500
$ 87,500
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IMPACT ON SELLING SHAREHOLDER

Without §1377
With §1377

Ordinary
income/(loss)

Capital
gain/(loss)

Total
income/(loss)
recognized

$20,833

$29,167

$50,000

($37,500)

$87,500

$50,000

The above chart summarizes the results to the selling shareholder of per share, per day
allocation vs. “closing of the books” allocation. To the purchasing shareholder, the
motivation would be quite different, as discussed later.
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IMPACT ON SELLING SHAREHOLDER
• As shown, in either case the same total amount of
income will be reported from the transaction
• The §1377 election will allow for a selling
shareholder to take advantage of some of the
benefits of rate differential
• HOWEVER, both affected shareholders must consent
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IMPACT ON PURCHASING SHAREHOLDER
• Purchaser’s initial basis is the $150,000 paid for the S
corporation stock
• Without a §1377 election, purchaser is allocated
$16,667 for the tax year
• With a §1377 election, purchaser is allocated
$75,000 of income for the tax year
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IMPACT ON PURCHASING SHAREHOLDER
Income
allocated

Tax at max.
ordinary rate

Basis at end of
tax year

Without §1377

$16,667

$6,600

$166,667

With §1337

$75,000

$29,700

$225,000

As shown above, there is a significant tax cost to the purchasing shareholder if a §1377
election is made. While relatively neutral to the selling shareholder, the decision of
whether to make a §1377 election would be of importance to the purchaser.
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INCOME ALLOCATION – MULTIPLE CHANGES
• Example – C and D each own 50% of the shares of CD Corp, a
calendar-year S corporation. C sells his entire interest to E on June
30. On November 30, D sells his entire interest to E. At June 30,
CD Corp incurred an operating loss of $20,000. From July 1
through November 30, CD Corp. earns $40,000 of operating profit.
CD Corp earns $10,000 of operating profit in December. The total
income for the year is $30,000, all of which is ordinary income.
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INCOME ALLOCATION – MULTIPLE CHANGES
• Without a §1377 election, income would be
allocated as follows on a per-share, per-day basis:

% Owned

# of days

% to allocate

Income
Allocated

C

50.00%

181

24.79%

$7,438

D

50.00%

334

45.75%

$13,726

E

50.00%

153

20.96%

$6,288

E

100.00%

31

8.49%

$2,548
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INCOME ALLOCATION – MULTIPLE CHANGES
• With a §1377 election, income would be
allocated as follows based in interim closings:

1/1-6/30

C

(10,000)

D

(10,000)

E

-

7/1-11/30

20,000
20,000

Total
income/(loss)

12/1-12/31

-

$

(10,000)

-

$

10,000

$

30,000

10,000
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INCOME ALLOCATION – MULTIPLE CHANGES
• Comparing the two approaches, a §1377 election
certainly improves the picture for C and D, but
allocates significantly more income to E
Without §1377

With §1377

Variance

C

$

7,438

$

(10,000)

$

(17,438)

D

$

13,726

$

10,000

$

(3,726)

E

$

8,836

$

30,000

$

21,164
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INCOME ALLOCATION CHALLENGES
• Decisions at year end may complicate interim
closing of the books calculations
• While shareholders may agree to a “closing of the
books” election at the time of sale, subsequent
events may alter their willingness to consent at
the time of filing
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INCOME ALLOCATION CHALLENGES EXAMPLE
•

Example – A and B each own 50% of the stock in AB Corp. AB Corp. is an S corporation
with a calendar year end. In March, AB Corp. purchases $100,000 of property eligible
for the §179 deduction. On June 30, B sells all of his stock to C. Through June 30, AB
Corp. reported income of $120,000 before taking into account the §179 deduction. The
affected shareholders agree to making a §1377 election. B expects that his income for
the interim period will be $60,000 less his allocable share of the §179 deduction of
$50,000, leaving him with $10,000 of net income to report. However, in December, AB
Corp. acquires more property eligible for the §179 deduction and, as a result, exceeds
the placed in service limitation for the year. With no ability to take §179 deductions, B’s
income for the interim period is now $60,000 (less his allocable share of MACRS
depreciation)

67

SUSPENDED LOSSES AND STOCK SALES
• Oftentimes, S corporation shareholders with
suspended losses will try to restore some basis in an
effort to deduct those losses prior to selling the stock
• This could have the impact of accelerating ordinary
deductions at the cost of a higher capital gain
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SUSPENDED LOSSES EXAMPLE
• Assume A is the sole owner of ABC Corp, a calendar year S corporation.
A has $150,000 is suspended losses from prior tax years. A is
contemplating a sale of her ABC Corp stock and expects the sale to be
consummated early next tax year. On December 31, A contributes
$150,000 to ABC Corp and is able to deduct the suspended losses.
Presumably, when the stock is sold, A will receive $150,000 more in the
sale, which will increase her capital gain by $150,000. Had A not created
additional basis, she would not have created this additional capital gain,
but the suspended losses would be lost forever.
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IMPACT ON AAA
• Under Reg. §1.1368-2(a)(1), AAA is a corporate level
account and is not identified with any specific
shareholder
• While it may make sense for a departing partner to take
distributions from AAA before selling the stock, it may be
advantageous to leave the AAA in the S corporation for
future operations
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AAA EXAMPLE
• B is the 100% owner of XYZ Corp., a calendar year S corporation. B
has a basis of $800,000 in is stock and would like to sell the stock
for $1,000,000. Assume XYZ Corp. has a AAA account of $600,000
and has cash sufficient to make a distribution of the entire AAA
account. B has two options:
– Take a $600,000 distribution and sell the stock for $400,000 (to account for
the cash no longer in the company); or
– Take no distribution and sell the stock for $1,000,000
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AAA EXAMPLE
• In either case, B will recognize a $200,000 capital gain on the sale of his
stock:
– If he takes the distribution, his basis will be reduced to $200,000 ($800,000
- $600,000) and the will sell the stock for $400,000
– If he leaves the AAA inside XYZ Corp., he will realized $1,000,000 with a
basis of $800,000

• However, to C, this may matter since C will need to make sure that XYZ
Corp. has sufficient cash to fund operations. C would be entitled to a
tax-free distribution of the AAA left in XYZ Corp. at a later date
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QUESTIONS?
Brian T. Lovett, CPA, CGMA, JD
blovett@withum.com
O: 732-964-9343
C: 609-273-4268
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