8791. How is the shareholder of an S corporation taxed?

Like a partnership, an S corporation computes its taxable income similarly to an individual, with the exception that certain personal and other deductions are allowed to the S corporation shareholder, but not to the S corporation itself. Further, the S corporation may elect to amortize organizational expenses (see Q 8778).
 

Each shareholder then reports on his individual return the shareholder’s proportionate share of the corporation’s items of income, loss, deductions and credits. These items retain their character when they are passed through from the S corporation to the shareholder.
  
Planning Point: The shareholder receives a Form K-1 from the S corporation every year which states the shareholder’s proportionate share of such items.  The individual shareholder cannot complete their perosnal income tax return until they receive the Form K-1 from the corporation.
Certain items of income, loss, deduction or credit must be passed through as separate items because they may have an effect on each individual shareholder’s tax liability. For example, net capital gains and losses pass through as such to be included with the shareholder’s own net capital gain or loss. Any gains and losses on certain property used in a trade or business are passed through separately to be aggregated with the shareholder’s other IRC Section 1231 gains and losses. (Gains passed through are reduced by any tax at the corporate level on gains, see Q 8790). 

Miscellaneous itemized deductions pass through to be combined with the individual’s miscellaneous deductions for purposes of the 2 percent floor on such deductions. Charitable contributions pass through to shareholders separately subject to the individual shareholder’s percentage limitations on deductibility. 

Tax-exempt income passes through as such. Items involving determination of credits pass through separately.
 Before pass-through, each item of passive investment income is reduced by its proportionate share of the tax at the corporate level on excess net passive investment income (see Q 8790).
 

Items that do not need to be passed through separately are aggregated on the corporation’s tax return and each shareholder reports his share of such nonseparately computed net income or loss on the shareholder’s individual return.
 Items of income, deductions, and credits (whether or not separately stated) that flow through to the shareholder are subject to the “passive loss” rule (see Q 8603 to Q 8612) if the activity is passive with respect to the shareholder. Items taxed at the corporate level are not subject to the passive loss rule unless the corporation is either closely held or a personal service corporation.

Thus, whether amounts are distributed to them or not, shareholders are taxed on the corporation’s taxable income. Shareholders take into account their shares of income, loss, deduction and credit on a per-share, per-day basis.
 The S corporation income must also be included on a current basis by shareholders for purposes of the estimated tax provisions.

The Tax Court determined that when an S corporation shareholder files for bankruptcy, all the gains and losses for that year flowed through to the bankruptcy estate. The gains and losses should not be divided based on the time before the bankruptcy was filed.
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