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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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Treatment of Liquidating Distribution 
at S Corporation Level



Section 1371(a)

• “Except as otherwise provided in this title, and except to the extent
inconsistent with this subchapter, subchapter C shall apply to an S
corporation and its shareholders.”

• As a result, the liquidation provisions of subchapter C apply to S
corporations.
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Section 336

• Section 336 provides that a corporation will recognize gain or loss
on the distribution of property in complete liquidation of the
corporation as if the property were sold at fair market value.

• Consequences of (i) sale of assets by S corporation with distribution
of cash proceeds to shareholders, or (ii) in-kind distribution of S
corporation assets to shareholders are therefore generally the same.
Any appreciation in the S corporation will be triggered and
recognized as a result of a liquidation.

• This is a significant difference from partnerships.
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Example

• ABC Inc., an S corporation, owns a building with a basis of $500.
ABC sells the building for $1000. ABC recognizes $500 of gain
[$1000 amount realized less $500 basis] under Section 1001(a).

• Assume instead that ABC distributes the building to its three
shareholders - A, B, and C. ABC is treated as selling the building for
$1000, its fair market value, under Section 336. As a result, ABC
recognizes $500 of gain.
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Rules to Watch Out For

• If property taken subject liability, the fair market value is treated as no
less than the amount of the liability.

• No loss recognized under Section 336(d) on distributions to related
person (within meaning of section 267) if (i) not pro rata or (ii)
disqualified property (property acquired in certain Section 351
transactions within 5 years of the distribution).

• Ordinary income on Sections 1245 or 1250 depreciation recapture.

• Ordinary income under Section 1239 if depreciable property distributed
to related person.
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Shareholder’s Treatment of Corporate Items

• Section 1366 generally provides that S corporation shareholders report
their pro rata share of the S corporation’s tax items on their personal
returns (Schedule K-1).

• Section 1367 provides that the S corporation shareholders get a basis
adjustment for their pro rata share of the S corporation’s tax items.

• The result is that S corporations are generally pass-through entities like
partnerships, with a single layer of tax.

• Be on the lookout for potential impact of Section 1411 (3.8% tax on
certain capital gains) or Section 199A (Qualified Income Business
Deduction).
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Built-in Gains Tax

• Built-in gains tax is an important exception to the pass-through
treatment for S corporations. The concern was that C corporations could
otherwise convert to an S corporation shortly before it planned to sell
assets, thereby avoiding the double layer of tax.

• In most general terms, the tax is imposed on any gains built-in at the
time of the S election if recognized by the S corporation within ten years
of the conversion.

• The tax is imposed at the corporate tax rate (21%).

• Schedule D (1120-S), Part III.
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Recognition Period

• The built-in gains tax applies to any taxable year that begins during
the recognition period. Section 1374(a).

• The recognition period is the five year period beginning with the first
day of the first taxable year for which the corporation was an S
corporation. Section 1374(d)(7).

o Note: Prior to the PATH Act, period was ten years.
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Net Recognized Built-In Gain

• The tax is 21% of “net recognized built-in gain.” Section 1374(b).

• Net recognized built-in gain is the lesser of:

o The amount of taxable income that the S corporation would have
in a taxable year if only recognized built-in gains and recognized
built-in losses were taken into account, or

o The S corporation’s taxable income for such taxable year.

• If recognized built-in gain exceeds taxable income, the excess built-in
gain is carried over and treated as recognized built-in gain in the next
taxable year.
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Recognized Built-in Gain or Loss

• Recognized built-in gain or loss is the gain or loss recognized during
the recognition period on the disposition of any asset except to the
extent that the S corporation can establish:

o the asset was not held on first day that the corporation elected S
status, or

o such gain exceeds the excess (if any) of the FMV of the asset on the
first day of the corporation’s first S status year over the adjusted basis
of the asset on that day (or converse for losses).
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Example

• ABC, Inc. was formed as a C corporation in 2005.

• On January 1, 2018, ABC Inc. elects S corporation status.

• At the time of conversion to S status, ABC holds a building with a basis
on $500 and a fair market value of $1000 (i.e., $500 built-in gain).

• ABC sells the building on January 15, 2019 for $1200 when it has a
basis of $400.

• ABC has taxable income for 2019 is $900.
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Example

• Recognized built-in gain is $500.

o $800 gain on building [$1200 AR - $400 basis], reduced to
o $500 [$1000 FMV on 1/1/18 - $500 basis on 1/1/18].

• Net recognized built-in gain is $500. This is the lesser of

o $500 recognized built-in gain, or
o $900 taxable income.

• ABC pays built-in gains tax of $105 [21% tax rate on $500].

• Shareholders receive K-1s for their shares of ABC tax items.
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Example

• Assume instead ABC only has taxable income of $400.

• Net recognized built-in gain is $400. This is the lesser of

o $500 recognized built-in gain, or
o $400 taxable income.

• ABC pays built-in gains tax of $84 [21% tax rate on $400].

• ABC has $100 of recognized built-in gain in 2019 (issue if ABC is not
liquidating).
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Built-in Gains Tax – Miscellaneous

• Note that the burden of establishing that not all of the gain is built-in
gain is on the S corporation.

o Practical tip: If a client is going to make an S election, include appraisals
as part of the conversion planning.

• There are special rules in place to capture assets acquired by an S
corporation from a C corporation or an S corporation subject to Section
1374 in a basis carryover transaction.

• Built-in gain does not get reduced ratably over the recognition period.
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Treatment of Liquidating Distribution 
at Shareholder Level



Section 331

• Section 331(a) provides that “amounts received by a shareholder in a
distribution in complete liquidation of a corporation shall be treated as
in full payment in exchange for the stock.”

• Section 331(b) specifically denies Section 301 from applying to
liquidating distributions.

o As a result, Section 301(c) does not apply, and thus Section 1368
(provision that normally governs distributions by S corporations)
does not apply.

• Shareholders recognize gain or loss to extent of difference between
amount received and their basis in their S corporation stock.
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Stock Sale

• Each shareholder recognizes gain or loss to extent of difference
between fair market value of property received and his basis in his S
corporation stock.

• What is the shareholder’s basis in his S stock?

• Generally, initial basis equals the cost paid for the stock. If property
was contributed for stock, then basis equals basis of property
contributed, adjusted for gain recognized and boot distributed.
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Stock Basis

• Basis increased by:

o Additional capital contributions,
o Share of S corporation income (including exempt income), and
o Excess of depletion deductions over basis.

• Basis decreased by:

o Share of S corporation losses, deductions, and depletion,
o Share of noncapital, nondeductible expenses (e.g. penalties or

bribes), and
o Distributions not includible in shareholder’s income under

Section 1368.
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Debt Basis

• General rule

o Initial basis equals the cost of the debt.
o Decreased by the repayment of principal.
o Reduced to zero if the debt becomes worthless.

• Basis adjustments are generally made to the shareholder’s stock
basis, not its debt basis. However, stock basis can only be reduced
to zero. If there are additional decreasing adjustments to be made,
the adjustments will then be made to reduce debt basis. If this
occurs, when the S corporation later has income items, the basis
increase will first restore the debt basis before increasing stock
basis.
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Calculating Shareholder Basis at Time of 
Liquidation

• When determining a shareholder’s basis in his S stock, under
Treasury Regulation Section 1.1367-1, basis is adjusted:

o First, for current year S corporation items, and

o Then, for S corporation items resulting from liquidation.
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Stock Sale Treatment

• To the extent that the fair market value of the distributed assets
exceeds his basis, the shareholder recognizes gain on the
liquidation. If basis exceeds fair market value, the shareholder
recognizes a loss (if Section 336(d) does not apply).

• The gain or loss is capital. There is no Section 751-like provision for
S corporations.

• Shareholder takes a basis in the distributed assets equal to fair
market value under Section 334(a).

• Consider potential impact of Section 1411 (3.8% tax).
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Example

• ABC Inc., an S corporation since formation, makes a liquidating
distribution of a building with a $1000 FMV and basis of $500 to A,
its sole shareholder. A has a basis in his stock of $200 at start of
the year. ABC has taxable income for the year, prior to distribution,
of $100.

• ABC recognizes $500 of gain on the liquidating distribution.

• A’s stock basis is $800 [$200 basis plus $100 taxable income for
year plus $500 gain on liquidating distribution].

• A’s gain on liquidating distribution is $200 [$1000 FMV - $800
basis]. Gain is capital gain.
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Example

• A receives K-1 from ABC showing $500 of gain from liquidating
distribution and $100 of income from final tax year.

• A has $300 capital gain from “stock sale” to ABC.

• A takes a basis in the building of $1000.

• A starts a new holding period for the building – no tacking.

o Significant difference from partnerships.
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Mismatched Tax Years

• Treasury Regulation Section 1.1367-1(d) provides that the
adjustments to a shareholder’s basis in his stock are determined as
of the close of the corporation’s taxable year, and the adjustments
are generally effective as of that date.

• As a result, if the S corporation and its shareholders have different
tax years, there is the potential for a mismatch of gains and losses.

• Gains and losses may offset each other, but in different tax years.

• As an adviser, it is important to consider this and avoid making
distributions in separate taxable years, if possible.
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Example

• ABC Inc. is an S corporation with a January 31 year end.

• During the year ending 1/31/18, ABC sells its building for $2500,
resulting in $2000 gain. ABC also has $500 of other taxable
income.

• ABC distributes $2500 to A, its sole shareholder, on December 31,
2017. Assume no AAA.

• A has a basis in his stock at start of 2017 tax year of $500.

• Escrow period for building sale expires, and ABC distributes
remaining $500 in liquidating distribution on January 31, 2018.
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Example

• If same tax year, A would recognize no gain or loss on the
distributions [$500 cash less $25[$3000 cash less $3000 basis
[$500 + $2000 + $500].

• However, because of Treasury Regulation Section 1.1367-1(d)(1), A’s
$2500 basis increase does not occur until 1/31/18.

• On his 2017 return, A recognizes $2000 gain from the 12/31/17
distribution [$2500 cash less $500 basis].

• On his 2018 return, A recognizes $2000 loss from 1/31/18
distribution [$500 cash less $2500 basis].
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Purchase and Sale of an S 
Corporation: 2022 Edition 

Asset Deals, Stock Deals, Elections 
and Alternative Structures
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Purchase and Sale of an S 
Corporation
¶1 Basic Structures
¶2 Sale of Assets
¶3 Sales of Stock
¶4 Stock Deal Treated as Asset Exchange for Federal 

Income Tax
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¶1 Basic Structures

• A transfer of the business of an S corporation may 
take one of two basic structures:
1. A transfer of all (or substantially all) of T's assets to P
2. A transfer of all of T's shares to P, P's shareholders or 
some combination thereof, or

• These basic structures may be further categorized 
as taxable or tax-free. 
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¶1 Basic Structures (Cont.)

Figure 1: Asset Transfer Depicted
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¶1 Basic Structures (Cont.)

Figure 2: Stock Transfer Depicted
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¶1 Basic Structures (Cont.)

• In order to accomplish a tax-free transfer, the 
parties must meet two further criteria:
1. The transfer must meet one of the tax-free 
reorganization definitions found in Code Section 
368(a)(1)(A).
2. The “selling” shareholders must receive equity 
interests in the acquiring corporation as their consideration 
for the deal.

• If a transaction does not meet one of these specific 
patterns, it will be a taxable deal.
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¶1 Basic 
Structures 
(Cont.)
Figure 1: 
Taxable 
Transfers of S 
Corporations

Copyright © 2022 by Robert W. Jamison. All rights reserved. 39

Deed each asset

Asset 
Sale

Assume each 
liability

Assign each 
contract

Seller reports 
gain or loss *
on each asset

* watch for loss disallowance rules

Buyer takes 
cost basis of 
each asset

Stock 
Sale

§336(e) 
election?

Seller reports 
gain or loss on 

stock

Buyer takes 
cost basis of 
each asset

§338(g) 
election?

§338(h)(10) 
election?

QSub 
churn?

Target reports 
gain or loss on 

 each asset

Seller reports 
gain or loss on 

stock

No

No

No

No

Yes

Yes

Yes

Yes

Buyer takes 
historic  basis 
of each asset



¶2 Sale of Assets

¶2.01 Purchaser’s Tax Consequences
¶2.02 Seller’s Tax Consequences
¶2.03 To Liquidate or not to Liquidate
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¶2 Sale of Assets

• Section 1060(a) requires that in the case of an 
applicable asset acquisition, the sales price must be 
allocated among the assets.

• Regulation Section 1.1060-1 requires buyers and sellers 
to file Form 8594 with their income tax return for the 
taxable year in which the purchase occurred.

• The information reported on Form 8594 includes:
• The purchase date.
• The total amount of consideration for the assets.
• The aggregate fair market value of the assets of each class 

and the amount of consideration allocated to each class. 
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¶2 Sale of Assets (Cont.)

• Section 1060(c) defines an applicable asset acquisition as 
any transfer of a group of assets that constitute a trade or 
business in the hands of the buyer or seller but only if the 
buyer's basis in the assets is determined wholly by the 
consideration paid for the assets. 

• According to the regulations, a group of assets constitutes a trade 
or business if the use of such assets would qualify as an active trade 
or business under Code Section 355. 

• Under Code Section 355, an operation is considered an active trade 
or business if it consists of every operation that forms a part of, or a 
step in, the process of earning income.  

• Even if the assets do not qualify as a trade or business under Code 
Section 355, they still will be treated as a business if goodwill or 
going-concern value could under any circumstances attach to the 
assets purchased.
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¶2 Sale of Assets (Cont.)

• The purchaser and the seller must each use the 
residual method of allocating the cost and sales price 
of the individual assets transferred. 

• The process is a step allocation to seven classes of 
assets. 

• At each step, the amount allocated is the total 
consideration (less any consideration allocated to a 
senior class) or the identifiable fair market value of the 
asset within the class, whichever is less. 
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¶2 Sale of Assets (Cont.)
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Class Description
I Cash and demand deposits
II CDs, government, and marketable securities
III Accounts receivable incurred in the ordinary course of business
IV Inventory
V All assets not included in other classes
VI Intangible assets, other than goodwill and going-concern value

VII Goodwill and going-concern value

The classes in order of seniority are:



Scenario I
• Eagle Corporation is an S corporation. 

• It uses the calendar year.  It filed an S election in November 2018, which took effect 
on January 1, 2019. 

• Eagle has two equal and unrelated shareholders, Gene and Vicki.

• Eagle intends to acquire all of the stock, or all of the assets, of Crow 
Corporation.

• All of the stock of Crow is currently owned by Sally and Carl in equal portions. 
• Carl and Sally are unrelated to each other or to any of Eagle’s shareholders. 

• Immediately before the sale, Sally and Carl each have stock basis of $230,000.  
• None of the corporation’s debt is owed to Sally or Carl.

• Crow is a former C corporation which became an S corporation on January 1, 
2020. 

• Crow’s balance sheet immediately before the sale is:
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Example 2- 1

* Capital gain, subject to NII Tax

** $300,000 depreciation recapture, not built-in gain 
$250,000 of §1231 gain is built-in gain 
All gain other than the recapture is taxable at the 20% capital gain rate
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Assets Basis FMV
Cash $     48,000 $     48,000 
Marketable securities 42,000 152,000 *
Accounts receivable 300,000 300,000 
Plant, equipment, etc. 970,000 1,460,000 **
Total $1,360,000 $1,960,000 
Liabilities & Equity
Liabilities $   655,000 $   655,000 
Common Stock 100,000 1,305,000 
AE&P 450,000 
AAA 155,000 

$1,360,000 $1,960,000 



Example 2-1 (Cont.)

• The fair market value column reflects the value that each of the listed assets would bring in a cash sale, 
without any “tax effect.” In other words, it ignores any tax cost to the seller. 

• Eagle buys all of Crow's assets on December 31, 2021. The consideration is:

• The note bears interest at an annual rate of 8%, which exceeds the AFR at the time of the deal.

• Principal payments are to be $200,000 plus interest per year for nine years, beginning in the year following 
the deal, with the balance due in the final year

• Eagle also agrees with Sally on a covenant not to compete. Eagle will pay Sally $100,000 per year for five 
years, with the first payment at closing. Carl has not been active in the business operation for several years, 
and Eagle will not pay him for a covenant not to compete.
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Cash $350,000 
Liability assumption 655,000 
Eagle note 1,995,000 
Total $3,000,000 





¶2.01 Purchaser’s Tax 
Consequences
¶2.01[a] Basis in Assets Acquired
¶2.01[b] Allocations
¶2.01[c] Side Deals with Selling Shareholders
¶2.01[d] Effects of Agreement
¶2.01[e] Filing Requirements

Copyright © 2022 by Robert W. Jamison. All rights reserved. 49



¶2.01[a] Basis in Assets Acquired

• In a completely taxable transaction, the purchaser 
will take a cost basis in each of the assets, after 
applying the residual method.

• When the purchaser pays an amount in excess of 
the identifiable values of the assets, the excess is 
shifted towards goodwill. 

• Thus, there is no opportunity to step up the basis of 
tangible assets above the agreed value. 
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¶2.01[a] Basis in Assets Acquired 
(Cont.)

• From the buyer’s perspective, any expenses of the purchase are 
added to goodwill. 

• This usually means that the buyer can deduct these expenses by 
claiming amortization of an intangible asset under Code Section 
197.

• As a result, the combination of buyer’s and seller’s expenses of 
sale adjusts the goodwill calculations. 

• Thus, any decrease to the seller because of his or her expenses 
reduces the amount of goodwill sold, usually a reduction of long-
term capital gain. 
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¶2.01[b] Allocations

• Section 197 allows amortization of goodwill and 
other intangibles over a 15-year period. 

• Many taxpayers will benefit from this provision, 
since they no longer need to avoid goodwill in 
order to depreciate a portion of the purchase price. 

• Other taxpayers may suffer when they purchase 
shorter-lived intangibles.
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¶2.01[b] Allocations (Cont.)
The intangible assets subject to this rule include:

1. Goodwill 

2. Going-concern value 

3. Workforce in place 

4. Books, records, information base, including customer list 

5. Patents, copyrights, formulas, processes, designs, patterns, etc. 

6. Any customer-based intangible 

7. Any supplier-based intangible 

8. Value resulting from future acquisitions of goods or services pursuant to relationships with 
suppliers (contractual or otherwise) 

9. "Any other similar item" 

10. Any license, permit, etc., granted by government 

11. Covenant not to compete, if entered into in acquisition of a business 

12. Franchise 

13. Trademark 

14. Tradename
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¶2.01[c] Side Deals with Selling 
Shareholders
• In some asset deals, as well as stock deals, the purchaser will 

make separate deals with the corporation and with one or more 
shareholders.

• The purchaser may agree separately with one or more 
shareholders on a covenant not to compete.

• In addition, there may be some question as to who owns the 
goodwill, before the sale.

• These issues receive some discussion under stock sales, at 
¶3.03[a].

• From the purchaser’s point of view, there will likely be a 15 year 
amortization of any intangibles acquired from a selling 
shareholder, if it is part of the acquisition of a going business.
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Example 2-2
• Eagle’s basis in the assets immediately on completion of the purchase is:

• Crow’s AE&P would remain unchanged
• Crow’s AAA would increase for gains recognized by the corporation as a result of the asset 

sale
• Neither of these attributes, nor any of Crow’s tax elections, would follow the assets to 

Eagle.
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Class FMV 

Consideration 
(after 

senior group)

Allocate to class 
(< of FMV or 

consideration)
I Cash $48,000 $3,500,000 $48,000 

II
Marketable
securities 152,000 3,452,000 152,000 

III
Accounts
receivable 300,000 3,300,000 300,000 

IV Inventory 0 3,000,000 -
V Other tangible 1,460,000 3,000,000 1,460,000 

VI Intangible 500,000 1,540,000 500,000 
VII Goodwill 1,040,000 1,040,000 

Total $2,460,000 $3,500,000



¶2.01[d] Effects of Agreement

• The buyer may be bound by the consequences of an agreed-upon allocation, 
and cannot retroactively apply the residual method to arrive at a different 
allocation. 

• In Peco Foods, Inc. v. Commissioner the purchaser had agreed with the seller on the 
allocation of $27,150,000 among 26 assets.  

• In a separate deal, Peco and another seller had agreed to an allocation of $10,500,000 
among various properties.

• In a later year, Peco undertook a cost segregation study on some of the buildings 
acquired in the two deals. 

• As a result of the studies, Peco decided to reclassify several million dollars of building costs 
as shorter-lived personal property, and filed Form 3115, attempting to change its 
accounting method with respect to the acquired assets. 

• Peco claimed that the new allocation was in accordance with the residual method, 
mandated by Section 1060. 

• However, the courts held that the agreed asset valuation in the purchase contract was 
binding on all parties. Therefore the purchaser could not unilaterally restate the values.
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Observation

• As the Peco case indicates, the time for the cost segregation 
study is during the negotiations or immediately after 
closing, so that the relative asset values are finalized before 
the buyer needs to file a tax return for the year of the deal. 

• Moreover, if the cost segregation will result in different 
values from those determined by the seller, the buyer 
should not agree with the seller on the values. 

• The Danielson rule would require that both parties abide by 
the terms of the agreement. 

• Peco Foods shows that an agreement dominates any other 
valuation, in the context of a Section 1060 transaction. 
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¶2.01[e] Filing 
Requirement

Form 8594

Copyright © 2022 by Robert W. Jamison. All rights reserved. 58



¶2.01[e] Filing 
Requirement

Form 8594
Statement
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¶2.02 Seller’s Tax Consequences

¶2.02[a] Computation of Gain or Loss.
¶2.02[b] Built-in Gains Tax Considerations
¶2.02[c] Income Tax Consequences to the 
Corporation and to the Shareholders
¶2.02[d] Passive Investment Income Tax 
Considerations
¶2.02[e] Filing Requirements
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¶2.02[a] Computation of Gain or 
Loss
• After the seller has properly allocated the sales price of 

the different assets, the gain or loss is computed in the 
same manner as if each of the assets had been sold 
separately. 

• Thus, it is necessary to find the adjusted basis of each, as well 
as the character, such as capital, Code Section 1231, or 
ordinary. 

• For any depreciable asset, the seller must determine the 
applicability of recapture provisions, such as Code Section 
1245.

• The S corporation must also determine the extent that any 
gain must be treated as Net Investment Income.
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¶2.02[b] Built-in Gains Tax 
Considerations
¶2.02[b][1] Covenants Not To Complete
¶2.02[b][2] Personal Goodwill
¶2.02[b][3] Other Strategies
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¶2.02[b] Built-in Gains Tax 
Considerations
• The built-in gains tax is a corporate level tax (currently 

at the rate of 21%) on any recognized built-in gain 
during the recognition period. 

• If the S corporation has not converted from C corporation 
status within five years prior to the asset sale, and has not 
received any of the assets sold from a C corporation in a tax-
free reorganization or Code Section 332 liquidation, all of the 
gains and losses will pass through to the shareholders, and be 
subject to a single level of tax.

• However, if the S corporation is subject to the built-in gains 
tax on some of the assets sold, it may want to shift valuation 
away from those assets, and favor assets that are not subject 
to the built-in gains tax.
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Example 2-3

• Refer to Example 2-2. The details of the installment 
sales are:
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Sale Price $3,000,000 
Liabilities (655,000)
Contract Price $2,345,000 



Example 2-3 (Cont.)
• Since there are different characters of gain to be recognized at the corporate 

levels, Crow computes three different gross profit ratios, as follows:
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Overall BIG NII CG
Cash $350,000
Liability assumption 655,000 
Buyer note 1,995,000
Total $3,000,000
Installment Sale
Sale Price $3,000,000
Liabilities (655,000)
Contract Price $2,345,000
Basis $1,360,000 
Recapture 300,000 
Adjusted basis (1,660,000)
Gross Profit 1,340,000 250,000 110,000 980,000 
GP Ratio 0.57 .10 0.05 0.42 



¶2.02[b][1] Covenants Not to 
Complete
• Most often the direct purchase from the selling 

shareholders has taken the form of covenants not to 
complete. 

• Asset transfers must be reported on Form 8594, if the 
selling shareholder owns more than 10% of the stock in 
the selling corporation. 

• This is not an asset of the target corporation per se, 
and is thus not subject to the corporate income tax or 
built-in gains tax. 

• However, it is subject to tax at ordinary income rates 
for the seller.
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Observation

• In the landmark case of Danielson v. Commissioner, 
a selling shareholder agreed to a covenant not to 
compete along with the sale of stock in a 
corporation. 

• When the seller discovered that the covenant would 
produce ordinary income rather than capital gain, he 
reported the amount as part of his stock sale price. 

• The courts held that a taxpayer is bound by the tax 
consequences of the form chosen for the transaction, 
and forced the seller to recognize ordinary income 
attributable to the covenant.  
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Observation

• In various states, courts are becoming reluctant to 
enforce covenants not to compete, since they are 
viewed as interfering with a persons’ right to a 
livelihood. 

• Therefore, it might be wise to defer payments to a 
seller, with a substantial balloon at the end of the 
period covered by the agreement. 

• Another option might be to escrow a portion of the 
price based on the actual retention of customers or 
clients of the firm.
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¶2.02[b][2] Personal Goodwill

• Another asset that deserves attention is “personal 
goodwill.”

• This asset was recognized by the Tax Court in the case of 
Martin Ice Cream v. Commissioner.  

• The personal goodwill should be a capital asset in most 
cases, resulting in a maximum tax rate of 20% to the seller. 

• Thus, the seller should prefer goodwill to the covenant.
• The buyer should be indifferent to a covenant and goodwill, 

given that both may be subject to 180-month amortization. 
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¶2.02[b][2] Personal Goodwill 
(Cont.)

• Goodwill can be especially difficult to assign in the case 
of a personal service corporation. 

• In Norwalk v. Commissioner the Tax Court held that 
there could be no corporate goodwill when the 
corporation does not hold a covenant not to compete 
by a shareholder.

• In contrast, a District Court was not willing to find the 
existence of personal goodwill as part of the sale price 
of an incorporated dental practice. 
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¶2.02[b][2] Personal Goodwill 
(Cont.)

• In Howard v. U.S. a dentist sold his wholly-owned incorporated 
dental practice to another firm.

• The corporation held a covenant not to compete by the selling dentist. 
• Neither the purchaser nor the seller made any mention of the covenant 

in the sales agreement. 
• However, the sales agreement allocated over $500,000 to the seller as 

personal goodwill. 
• The selling shareholder reported capital gain from the sale of the goodwill. 
• The IRS determined that the goodwill was a corporate asset. 
• Therefore, the payment to the shareholder from the buyer was really a 

payment by the buyer on behalf of the corporation, since the selling 
shareholder was purportedly selling a corporate asset. 

• Thus, constructively, the target corporation was paying a dividend to a 
departing shareholder.
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Observation
• The Howard case did not involve an S corporation, or there 

could have been some mitigation of the tax burden. 
• Moreover, since the target corporation remained intact, and 

there was no redemption of the prior owner's shares, there was 
no opportunity to claim capital gain treatment as a redemption 
or liquidation transaction. 

• Perhaps most important in the Howard case is the inattention to 
the details of the business arrangements. A covenant not to 
compete running between a corporation and its sole owner could 
have hardly served any business purpose. 

• Had there been no such covenant, the principles of 
Norwalk v. Commissioner could have lent considerable 
credibility to the treatment the seller desired.
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¶2.02[b][3] Other Strategies

• An S corporation might use options or leases to 
avoid some or all of the built-in gains tax, where 
the sale will not actually take place until after the 
recognition period. 

• The corporation might also consider like-kind 
exchanges of built-in gains property, and hold the 
property until after the recognition period.
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¶2.02[c] Tax Consequences to the 
Corporation and the Shareholders
• As long as the selling corporation is an S 

corporation and the shareholdings do not change, 
the gains and losses will be subject to the normal S 
corporation rules.

• Any Built-In Gains will be taxable to the 
corporation. 

• If the corporation has Excess Net Passive 
Investment Income, it will also be subject to a 
corporate level income tax 
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Example 2-4
• Refer to Example 2-3. If Crow does not liquidate, its projected gross receipts from 

the installment sale will be:
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Year Interest RBIG NII Cap Gain Basis Total

2021 $37,313 $16,418 $146,269 $150,000 $350,000
2022 $159,600 21,322 9,382 83,582 85,714 359,600
2023 143,600 21,322 9,382 83,582 85,714 343,600
2024 127,600 21,322 9,382 83,582 85,714 327,600
2025 111,600 21,322 9,382 83,582 85,714 311,600
2026 95,600 21,322 9,382 83,582 85,714 295,600
2027 79,600 21,322 9,382 83,582 85,714 279,600
2028 63,600 21,322 9,382 83,582 85,714 263,600
2029 47,600 21,322 9,382 83,582 85,714 247,600
2030 31,600 21,322 9,382 83,582 85,714 231,600
2031 15,600 20,789 9,147 81,493 83,571 210,600
Total $876,000 $250,000 $110,000 $980,000 $1,005,000 $3,221,000



Crow’s tax and pass-through, year 
of sale:

Corporate Tax &
Pass Through

Shareholders
Sally Carl

2021

RBIG $37,313

Less Tax (13,060)

Net §1231 $24,254 $12,127 $12,127
Capital Gain 
/NII 16,418 8,209 8,209

Capital Gain 146,269 73,134 73,134

Recapture 300,000 150,000 150,000

Net $486,940 $243,470 $243,470
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Shareholder Tax, Year of Sale:
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Sally Rate Tax
Ordinary $ 150,000 0.37 $ 55,500 
Capital & 
§1231 643,750 0.20 128,750 
NII 55,000 0.038 2,090 

Carl
Ordinary 150,000 0.37 55,500 
Capital & 
§1231 643,750 0.20 128,750 
NII 793,750 0.038 30,163 

Total tax on sellers $453,253 



¶2.02[d] Passive Investment 
Income Tax Considerations
• The corporation would need to be cognizant of any 

passive investment income tax problems resulting 
from the sale of its assets.

• The passive investment income risk may occur if 
the corporation is not liquidated and has 
substantial income from passive investments, as 
well as earnings and profits from C corporation 
years.
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Example 2-5

• Refer to Example 2-4. Inspection of the projected gross 
receipts for the first three years following the asset sale 
reveals the following:

• Crow would lose its S election at the beginning of 
2025.
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Year Passive gross Total gross Passive % ENPI Tax

2021 $0 $350,000 0.00

2022 159,600 359,600 0.44 $30,935 6,496

2023 143,600 343,600 0.42 24,114 5,064

2024 127,600 327,600 0.39 17,800 3,738



¶2.02[e] Filing Requirements

• Eagle must attach Form 8594 to its return for the 
year of acquisition.

• The seller, in this case, Crow corporation, must also 
file Form 8594

• Crow attaches this form to its Form 1120-S for the 
year of the sale.
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¶2.02[e] Filing 
Requirements
Form 8594
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¶2.03 To Liquidate or Not to 
Liquidate
¶2.03[a] Not to Liquidate
¶2.03[b] Little or No Passive Investment Income
¶2.03[c] Corporate Liquidations
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¶2.03[a] Not to Liquidate

• After the sale of its operating assets, an S 
corporation may stay in existence. 

Copyright © 2022 by Robert W. Jamison. All rights reserved. 83



¶2.03[b] Little or No Passive 
Investment Income
¶2.03[b][1] Elections to Treat Distributions as 
Dividends.
¶2.03[b][1][i] Election to Bypass AAA
¶2.03[b][1][ii] Election to Bypass PTI
¶2.03[b][1][iii] Deemed Dividend Election
¶2.03[b][1][iv] Reporting Requirements
¶2.03[b][2] Managing Gross Receipts
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¶2.03[b] Little or No Passive 
Investment Income
• If the corporation has no accumulated earnings and 

profits from years in which it (or an entity acquired 
in a tax-free liquidation, reorganization or QSub 
election) it can remain in existence indefinitely and 
act as a holding company. 
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¶2.03[b] Little or No Passive 
Investment Income
• However, if it does have any earnings and profits, its 

passive investment income cannot exceed 25% of its 
gross receipts, it faces two unpleasant possibilities.

The corporation may be subject to a tax at the rate of 21% 
on its passive investment income, to the extent it exceeds 
25% of the corporation’s gross receipts in any given year.
If the corporation continues to have passive investment 
income in excess of 25% of its gross receipts and has 
accumulated earnings and profits at the end of the year for 
three consecutive years, the corporation loses its election 
and becomes a C corporation on the first day of the next 
year.
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¶2.03[b] Little or No Passive 
Investment Income (Cont.)
• If the passive investment income problems are 

manageable, the corporation can continue to hold 
and invest assets, engage in other businesses and 
pass-through income and losses to its owners. 

• It will also be able to distribute some or all of its 
assets to the owners.
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¶2.03[b][1] Elections to Treat 
Distributions as Dividends
• There are two elections that are commonly called 

bypass elections, which alter the normal sequence 
of distributions. 

• In most cases, S corporations and their 
shareholders would not want to depart from the 
normal sequence of distributions. 

• There are, however, some circumstances under 
which the corporation or its shareholders may 
actually benefit from treating an S corporation's 
distributions as dividends. 
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¶2.03[b][1] (Cont.)

• Dividends may be desirable if:
• The corporation faces passive income problems. 
• A shareholder has excess investment interest, or expiring NOL 

carryforwards, and dividend would be essentially tax free; or, 
• A shareholder is subject to the alternative minimum tax in the 

current year, and wants to accelerate income into the alternative 
minimum tax year, because of the unusually low rates. 
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Observation

• Since all S corporations are domestic corporations, 
dividends from the corporation’s accumulated earnings 
and profits are qualified dividends, subject to the 
current law tax rate of 15% to 20%. 

• However, all dividends are subject to the Net 
Investment Income tax.

• A future Congress may restore dividends to their 
historic status as ordinary income. 

• S corporation shareholders may want to consider 
paying out some or all of the corporation’s earnings 
and profits while that special rate is still in the law.
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¶2.03[b][1][i] Election to Bypass AAA

• An S corporation, with the consent of all shareholders 
who receive distributions during a taxable year, may 
elect to distribute accumulated earnings and profits 
before AAA. 

• Therefore, accumulated earnings and profits are placed before 
Accumulated Adjustments Account. 

• Under old law, a distribution of Previously Taxed Income was not a 
dividend.

• Distributions were dividends from accumulated earnings and profits only 
when the Previously Taxed Income account was exhausted. 

• Since the election under Section 1368(e)(3) does not affect the ordering 
under prior law, Previously Taxed Income would come before accumulated 
earnings and profits.

• Current Section 1379(c) preserves the old ordering when there is 
Previously Taxed Income present.
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¶2.03[b][1][i] Election to Bypass AAA 
(Cont.)
• Therefore, an election under Section 1368(e)(3) 

places Previously Taxed Income first in the 
hierarchy. 

• This can be a beneficial situation when all of the 
current shareholders have Previously Taxed Income 
accounts, and want to plan for a transfer of shares.
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¶2.03[b][1][ii] Election to Bypass PTI

• When an S corporation has Previously Taxed 
Income, and needs to exhaust its accumulated 
earnings and profits the election under Section 
1368(e)(3) is not sufficient to exhaust accumulated 
earnings and profits. 

• It must also make an election to distribute 
accumulated earnings and profits before Previously 
Taxed Income.
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¶2.03[b][1][iii] Deemed Dividend 
Election
• Under Regulation Section 1.1368-1(f)(3), an S 

corporation, with the consent of its shareholders, 
may make a deemed dividend election to distribute 
its earnings and profits.

• Each shareholder must consent to the election, and 
each shareholder must include the deemed 
dividend on his or her return for the year.
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Example 2-6

• To prevent the adverse consequences of excess PII, 
Crow could distribute (or elect to distribute) its 
entire AE&P to the shareholders. 

• If it did so at or before the end of 2022 (the first 
year in which it has excess passive investment 
income). 

• According to the facts given in Example 2-1, Crow’s 
accumulated earnings and profits were $450,000. 
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Example 2-6 (Cont.)

• The bypass election would result in the following tax liabilities to 
the shareholders: 

• If the corporation’s cash flow was not sufficient to cover the entire 
distribution the shareholders could join in a deemed dividend election 
to eliminate the accumulated earnings and profits.

• However, if the continued existence of the corporation is likely to be 
more expensive than it is worth, the shareholders must consider 
liquidation.
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AE&P $450,000

Each shareholder 225,000

Tax (Qual. Div. +NII) 23.8%

Tax to each $53,550



¶2.03[b][1][iv] Reporting 
Requirements
• Since the distribution exhausts AE&P Crow must 

file Form 5452
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¶2.03[b][1][iv] 
Reporting 
Requirements
Form 5452
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¶2.03[b][2] Managing Gross 
Receipts 
• Several S corporations have received letter rulings 

that have treated gross receipts from a partnership 
where a general partner (not the S corporation that 
invests in a limited partnership interest) actively 
manages the operations. 

• The partnership’s businesses have included:
• Rental activities.
• Oil and gas partnerships.
• Mineral exploration and development partnerships.
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Caution

• There have been no pronouncements from the IRS other than 
Letter Rulings that address the active nature of gross receipts 
flowing through from partnerships to S corporations. 

• Letter Rulings are not precedential for anyone other than the recipient. 
• They are merely signals of IRS positions, which may change at any time. 

• In mid-2020, several officials at the IRS have indicated to this 
author that they are reconsidering this position. 

• Therefore, no S corporation should rest assured that investment in a 
partnership is a secure strategy for managing the percentage of passive 
and active gross receipts. 

• Moreover, any S corporation that is considering this strategy might be 
wise to contact the IRS for a presubmission conference before incurring 
the time and expense of submitting a ruling request.
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¶2.03[c] Corporate Liquidations

¶2.03[c][1] Liquidations Defined
¶2.03[c][2] Taxation of the Liquidation
¶2.03[c][3] IRS Information Assistance
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¶2.03[c] Corporate Liquidations

• When a corporation commences a complete 
liquidation, it ceases to be a going concern. 

• Any remaining activities relate to paying debts and 
distributing property to shareholders. 

• Complete liquidations are generally taxable events, 
at both the corporate and shareholder levels. 
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¶2.03[c][1] Liquidations Defined

• Although a liquidation is taxable at both the entity and 
shareholder level, the taxation may not be as severe in a 
liquidation as it is in other types of distributions. 

• Therefore, it is extremely important to make sure that the 
corporation follows the liquidation rules, in order to make 
sure that the distribution is not treated as a redemption or 
as a dividend. 

• In order for a distribution to be pursuant to a liquidation, 
the shareholders must adopt a plan to liquidate. 

• A formal plan is advisable but not necessary. 
• Without such a plan, there may be some confusion as to the 

treatment of the corporation and shareholders.
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¶2.03[c][1] Liquidations Defined 
(Cont.)
• The corporation need not be dissolved under state 

law. 
• Accordingly, its charter may be retained to protect 

its name for possible future reactivation. 
• However, the corporation must cease doing 

business and dispose of all of its properties, except 
for assets necessary to meet claims during the 
winding down period. 
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¶2.03[c][2] Taxation of the 
Liquidation

¶2.03[c][2][i] Treatment of the Liquidating Corporation
¶2.03[c][2][ii] Distributions to Related Persons
¶2.03[c][2][iii] Other Sales and Distributions
¶2.03[c][2][iv] Gain Recognition
¶2.03[c][2][v] Special Installment Sale Rule for S 
Corporations
¶2.03[c][2][vi] Effects on Shareholders
¶2.03[c][2][vii] Installment Obligations
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¶2.03[c][2] Taxation of the 
Liquidation
• Complete liquidations are generally taxable events, 

at both the corporate and shareholder levels. 
• For a transaction to constitute a complete liquidation, 

the corporation ceases to be a going concern. 
• Any remaining activities relate to paying debts and 

distributing property to shareholders. 

• The liquidation is generally taxable to the 
corporation, which distributes its property.

• Shareholders also report gain or loss in full upon 
disposition of their stock.
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Example 2-7
• After the year of the sale, but before Crow receives the first installment 

from Eagle, the shareholders decide to liquidate the corporation. The 
balance sheet after the asset sale is:
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Assets Basis FMV
Cash $350,000 $350,000 
Note 1,995,000
Less gross profit (1,340,000)
Add gain recognized 186,940 841,940 1,995,000
(37,313+16,418+146,289) $1,191,940 $2,345,000
Liabilities (BIG tax) $13,060 $13,060
Common Stock 100,000 2,331,940
AE&P 450,000
AAA Pre-sale 155,000
Gains recognized 486,940
Less BIG tax (13,060) 628,881

$1,191,940 $2,345,000



¶2.03[c][2][i] Treatment of the 
Liquidating Corporation 
• The corporation need not be dissolved under state law. 

• Its charter may be retained to protect its name for possible 
future reactivation. 

• A formal plan is advisable but not necessary. 
• Without such a plan, there may be some confusion as to the 

treatment of the shareholders (as discussed below).

• Unlike other distributions, such as distribution in 
redemption of stock, the corporation recognizes both 
gains and losses on the distribution of its property in 
complete liquidation.
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¶2.03[c][2][i] Treatment of the 
Liquidating Corporation (Cont.)
• The corporation must recognize gains on the 

distribution of any appreciated property that is 
distributed in liquidation. (There is an exception for 
parent corporations that liquidate subsidiaries. See 
discussion of this provision, below.)

• The gain is recognized as if the property had been sold to the 
shareholder at its fair market value. 

• When the corporation is dealing with a shareholder who 
actually or constructively owns more than 50% of the stock, 
there can be a trap on the distribution of depreciable 
property, such as buildings.

• The corporation might anticipate a Section 1231 gain on the property, and 
may intend to offset capital losses with this gain. 

• However, Section 1239 may turn this to an ordinary gain.
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¶2.03[c][2][ii] Distributions to Related 
Persons
• Loss is not recognized by the corporation if 

property is distributed to related party (an actual or 
constructive owner of more than 50% of the stock 
under Section 267) and the distribution is not pro 
rata.

• Loss is not recognized if property was acquired 
within past 5 years in a Section 351 transfer or as a 
contribution to capital.
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¶2.03[c][2][iii] Other Sales and 
Distributions
• In some cases, a loss may not be recognized even if the 

loss property is distributed to a minority shareholder, 
or sold to an outsider in the liquidation year.

• Loss is limited if property was acquired in a Section 351 
transfer or, as a contribution to capital and tax 
avoidance was a principal motive in transferring 
property to the corporation.

• Loss in this case is limited to:
• Fair market value at distribution date

Less
• Fair market value at contribution date.
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¶2.03[c][2][iv] Gain Recognition

• The corporation must recognize property on the 
distribution of all of its property, as if the 
corporation had sold the property to the 
shareholder who receives the property 

• Related party gain rules such as Code Sec. 1239, 
may characterize some Section 1231 gains as 
ordinary income.
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¶2.03[c][2][v] Special Installment Sale 
Rule for S Corporations
• There is one special rule for S corporations that 

distribute property in complete liquidation. 
• Section 453B(h) allows S corporations to escape 

immediate recognition on the distribution of an 
installment receivable, if the receivable was 
generated by a sale pursuant to a plan of complete 
liquidation. 

• See discussion below on the treatment of 
installment receivables distributed to shareholders 
in complete liquidation of a corporation.
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¶2.03[c][2][v] Special Installment Sale 
Rule for S Corporations (Cont.)
• If the corporation is not subject to the built-in gains tax, 

this rule is a major advantage of the S corporation over 
the C corporation. 

• Section 453B (h), however, does not apply to the 
built-in gains tax. 

• An S corporation will recognize its taxable built-in gains 
on the distribution of an installment receivable in 
liquidation if the receivable was from the sale of 
built-in gain property. 

• That will cause an immediate incidence of corporate 
tax. The built-in gains tax will flow through to the 
shareholders as a loss.
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¶2.03[c][2][VI] Effects on 
Shareholders
• Receipt of property from a distribution in complete 

liquidation is equivalent to a sale of stock by the 
shareholders. 

• Gain or loss is recognized in full by each 
shareholder. 

• The basis of property received is its fair market 
value.
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Example 2-8

• Refer to Example 2-7. 
• Assume that Crow has not yet paid any of its built-in gains 

tax liability from 2021. 
• The only appreciated asset held by Crow at the time of 

liquidation is the installment receivable. 
• Since this receivable was generated in a liquidating sale, 

Crow will not recognize any gain on the distribution to the 
shareholders in complete liquidation, except for the portion 
attributable to the yet unrecognized built-in gains. 

• This recognition, the entire built-in gains tax liability and the 
cash after payment of the tax are:
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Example 2-8 (Cont.)
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BIG realized on sale
$250,00

0
Less gain already reported (37,313)
Remaining 212,687
Tax (21%) 74,440
Current liability 13,060
Crow pays BIG tax with cash on hand $87,500

Assets to distribute (FMV):

Cash ($350,000 - 87,500) $262,500

Installment receivable 1,995,000

Total $2,257,500

Per shareholder $1,128,750



¶2.03[c][2][VII] Installment 
Obligations
• When a shareholder receives an installment obligation from the 

corporation, it may have strange effects on the gain recognition at the 
shareholder level. 

• Code Section 453(h) applies to both C and S corporations. 
• This rule postpones recognition at the shareholder level on receipt of an 

installment obligation, if that obligation was generated in a transaction pursuant 
to a plan of complete liquidation. 

• It requires that each shareholder allocate his or her stock basis between the 
installment receivable and the other property received from the corporation. 

• This rule may provide an advantage to not liquidating the corporation.
• Thus, each shareholder is treated as having received an installment obligation 

from the sale of his or her stock in the liquidating transaction. 
• The shareholder must prorate stock basis between the installment note and any 

other property received.
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Example 2-9

• Sally and Carl would need to compute gains on the 
receipt of property from Crow. 

• Any gain attributable to the installment receivable 
would be reported as they receive cash payments 
on the note from Eagle. 

• The gain attributable to the other assets, cash in 
this case, must be reported in the year of the 
liquidation. First, each needs to determine basis.
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Example 2-9

Each shareholder's basis at time of liquidation:
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Sally Carl

Before liquidating sale $230,000 $230,000

Add gain passed through from Crow 
on sale 243,470 243,370

Add gain passed through from Crow 
on distribution 69,123 69,123

Basis at time of liquidation $542,593 $542,593



Example 2-9 (Cont.)

• Then they will each need to compute a new gross 
profit ratio for reporting of the gain. In Carl’s case, 
there is only one type of gain, since all of his gain is 
both capital gain and Net Investment Income. 
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Example 2-9 (Cont.)

• Sally must fragment her gain between the gain 
attributable to the sale of the marketable securities 
and the sale of the other assets.
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Original Gain on Marketable Securities (100%) $110,000 
Less recognized by Crow (16,418)
Remaining after sale 93,582
Per shareholder $46,791 



Example 2-9 (Cont.)
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Sally FMV Basis Gain NII Not NII
Total $1,128,750 $542,593 $586,157 $46,791 $539,366 
GP Ratios 4% 48%
Cash $131,250 $63,092 $68,158 $5,441 $62,717 
Note $997,500 $479,501 $517,999 $41,350 $476,649 

Carl FMV Basis Gain (NII)
Total $1,128,750 $542,593 $586,157 
GP Ratios 52%
Cash $131,250 $63,092 $68,158 
Note $997,500 $479,501 $517,999 



Example 2-9 (Cont.)

• As this example illustrates, there may be some 
advantage to keeping an S corporation alive after 
the sale of all of its operating assets. 

• Before deciding not to liquidate the corporation, 
however, the corporation should do a careful 
earnings and profits study to determine the 
exposure to the passive investment income tax.
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¶2.03[c][3] IRS Information 
Assistance
• The IRS has developed a website with information 

on closing a business:
• https://www.irs.gov/businesses/small-businesses-

self-employed/closing-a-business.
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