
Introduction 
Almost 90% of non-proprietorship businesses are 
organized as pass-through entities (PTEs). The 
prevalence of the C corporation form has steadily 
declined since the 1986 Tax Reform Act.  

The growth in PTEs has not escaped the in-
terest of the IRS. The IRS has announced plans 
to greatly increase the audits of partnerships. 
An IRS Large Business and International 
(LB&I) division compliance campaign will tar-
get reported partnership losses in excess of 
basis. The centralized partnership audit regime 
initiated in 2018 will facilitate the increased 
audit activity.1 

The groundwork for enhanced audit activ-
ity is also found in new questions on PTE tax 
filings. The answers provided to these new 
questions may signal greater audit risk. If so, 
the preparer needs to consider that tax return 
question answers, even if seemingly innocu-
ous, may later need to be defended.  

The PTE filing is an information return to 
assist the PTE owners to report shares of in-
come, gain, deduction, and loss of the entity. 
As Congress continues to enact legislation that 

differentially affects taxpayers of different 
types and income levels, the detail of informa-
tion reporting in PTE returns has increased. 
This includes an increase in separately stated 
items as well as required or helpful supplemen-
tal information reporting.  

The ability to prepare the PTE return de-
pends on an understanding of why the forms 
request various types of information. It has 
therefore become difficult to prepare PTE tax 
returns without a detailed knowledge of Sub-
chapter K and Subchapter S as well as general 
provisions of the tax law that apply at the PTE 
owner level. Preparers of the more than 9 mil-
lion PTE returns have varying levels of knowl-
edge and experience with these specific statu-
tory provisions.  

Many anti-abuse rules have been enacted to 
deal with sophisticated PTE taxpayers who 
may push the boundaries of the law. Tax return 
questions designed to target potential abuses 
apply equally to smaller and perhaps less so-
phisticated businesses and their preparers. 
What may have once been regarded as a simple 
act of tax compliance for the PTE is now inex-
tricably tied to a complex system of laws.  

The growth in PTEs requires tax profession-
als to devote increasing effort to keeping cur-
rent with Subchapters K and S. There are many 
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ways to do this. This article will use the ques-
tions on the Form 1065 and Form 1120S to 
identify the issues that the tax adviser should 
consider when both advising a PTE on transac-
tional structures and in properly filing the en-
tity tax return.  

Understanding why specific lines and ques-
tions exist can help understand key PTE tax 
items and identify planning opportunities for 
the owners of the entities. The forms them-
selves, and the required questions and supple-
mental schedules in particular, can be a train-
ing ground in the taxation of a PTE and its 
owners.  

Exhibit 1 identifies key questions asked on 
the Forms 1065 and 1120S. The items are not 
exhaustive but represent the key issues that 
arise when preparing the typical PTE return. 
Exhibit 2 has a brief explanation of the purpose 
of each Exhibit 1 item. This article will expand 
upon that brief explanation. In doing so, the 
discussion may be useful to professionals pre- 
paring PTE returns, particularly younger pro-
fessionals who may not be familiar with the 
history behind each information item.  

Some items are specific to each distinct type 
of PTE. Other commonly required informa-
tion disclosures are similar for both PTE 
forms. Exhibit 1 may be used to illustrate the 
overlap between the questions asked on Form 
1065 and those on Form 1120S.  

It is not possible to cover all issues that may 
arise in preparing a PTE return. For example, 
the scope and purpose of new K-2 and K-3 re-
porting, while important, is still evolving. This 
article ignores the detailed K-2 and K-3 report-
ing, as well as certain other items less frequently 
seen, to allow a more exhaustive focus on the 
most commonly encountered issues currently 
associated with domestic transactions.2 

Partnership items—Form 1065 
One of the first questions asked on page 1 of the 
Form 1065 is whether the partnership has aggre-
gated activities for purposes of Section 465 (at-
risk) or Section 469 (passive loss). A box is 
checked to indicate an entity-level aggregation for 

either purpose. The PTE box corresponds to sim-
ilar questions asked on the partners’ K-1 forms 
(boxes 22 and 23), which also require that a box be 
checked if aggregation has occurred. While an-
swering this question does not require a detailed 
knowledge of either the at-risk or passive loss pro-
visions, the preparer should consider the merits of 
entity-level aggregation. Partnership-level aggre-
gation will be binding on the partners.  

The Section 465 at-risk rules limit losses to 
the amount treated as being at risk with respect 
to each partner. While the loss limitation does 
not apply to the partnership itself, the decisions 
made by the partnership may affect the appli-
cation of the rules to the partner.  

Section 704(d) limits a partner’s ability to 
claim a current year loss to the partner’s basis 
in the partnership interest. Section 465(a) lim-
its the partner’s loss to amounts at risk with re-
spect to each separate activity of the partner-
ship. Section 469(a) limits a loss incurred from 
a trade or business activity in which the partner 
does not materially participate for the year.  

Reg. 1.469-2T(d)(6) coordinates the opera-
tion of these three loss limitation rules, includ-
ing the order in which they are applied. The 
Section 704(d) basis limitation, applied first, al-
lows the partner to use the entire basis of the 
partnership interest without the need to trace 
that basis to a specific activity. In contrast, both 
Section 465 and Section 469 limit the loss on an 
activity-by-activity basis. This is why the Form 
1065 asks whether the partnership has aggre-
gated activities for purposes of either Section 
465 or Section 469.3 

The decision process involved in answering 
these aggregation questions can be complex. 
The activity definitions are different for each 
provision. Section 465(c)(2)(A) lists five activ-
ities that generally must be segregated. Section 
465(c)(3)(B) then provides rules for aggrega-
tion of any non-listed activities.  

Reg. 1.469-4(c) generally requires aggrega-
tion of operations that constitute an “appropri-
ate economic unit” (AEU). Reg. 1.469-4(c)(2) 
identifies five factors to consider when aggre-
gating operations under the AEU test. Reg. 
1.469-4(d) prohibits aggregation of rental and 

12 PRACTICAL TAX STRATEGIES JULY 2022 PASS-THROUGH ENTITY TAX FORMS

1 The Treasury Inspector General for Tax Administration (TIGTA) 
issued a report (2022-30-020) on 3/17/2022 with results of 
early centralized audits. This report included recommendations 
for future audit activity.  

2 The K-2 and K-3 reporting is for items of international tax rele-
vance. Who must file is still evolving, with IRS offering transi-
tional relief (IR 2022-38) while addressing concerns of the com-

plexity of these filings. The purpose of the new forms, however, 
is to standardize reporting of information previously reported in 
“white paper” attachments.  

3 Section 461(l)(1) limits aggregate business losses at the individ-
ual taxpayer level. The PTE has no role in this (final) limitation 
provision.  

4 Reg. 1.469-4(d)(5)(i).  
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EXHIBIT 1 
Specific PTE Questions 
 

Form or Topic Reference Issues Identified

1 1065, page 1, Item K Sections 465, 469 Groupings Done by Partnership

2 1065, page 2, Q6 COD event(s)

3 1065, page 2, Q10 Section 754 election

4 1065, page 3, Q11 Swap-and-drop (Section 1031)

5 1065, page 3, Q12 Drop-and-swap (Section 1031)

6 1065, page 3, Q24 Section 163(j) applicability

7 1065, page 3, Q25 QOF status

8 1065, K-1, Item I2 Partner is a retirement plan?

9 1065, K-1, Item J Shares of Capital, P&L

10 1065, K-1, Item K Shares of Debt (3 types)

11 1065, K-1, Item L Tax basis capital reconciliation

12 1065, K-1, Item M Contributed Section 704(c), in current year

13 1065, K-1, Item N Unrecognized Section 704(c), aggregated

14 1065, K-1, Box 22 Check if > one Section 465 activity, statement attached

15 1065, K-1 Box 23 Check if > one Section 469 activity, statement attached

16 1120S, page 1, Item G Designate if election year

17 1120S, page 1, Item J Sections 465, 469 Groupings Done by Corporation

18 1120S, page 2, line 8 NUBIG calculation

19 1120S, page 2, line 10 Section 163(j) applicability

20 1120S, page 3, line 12 COD event(s) – non-SH debt 

21 1120S, page 3, line 13 QSub termination or revocation

22 1120S, page 3, line 15 QOF status

23 1120S, page 5, M2 AAA, E&P, OAA reconciliation

24 1120S, K-1, Item 18 Check if > one Section 465 activity, statement attached

25 1120S, K-1, Item 19 Check if > one Section 469 activity, statement attached

26 1120S, K-1, Item H Number of shares (units)

27 112S, K-1, Item I Debt owed corporation-to-shareholder

28 1040, Sch E, basis schedule Check if shareholder required to attach Form 7203: (4)  
scenarios

29 Tax Basis Capital – Partnership How to – “transactional tax basis” reporting

30 S corporation qualification Issues to identify before they become problems

31
Section 199A RPE Reporting 
Reg. 1.199A-6

How many businesses? 
SSTB for each business? 
QBI, by business? 
W2, UBIA, each by business? 
REIT Dividends?
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EXHIBIT 2 
General Purpose of Items—Identified by Exhibit 1 Item Reference 

Item Brief Summary of Issue(s) Involved

1 If partnership aggregates, partners may not disaggregate. Try to segregate

2 Section 108 exclusions apply at partner level; allocation follows debt share

3 Useful if new client to determine history; once made binding on future years

4 Identifies possible problem with partnership’s Section 1031 exchange 

5 Identifies possible problem with identity of seller

6 Does Section 163(j) apply; if yes, added reporting complexity

7 GAO study notes concerns with eligibility

8 Possible UBTI for business income or debt-financed income

9 Identify shifts in interest (varying interest allocations); may be confusing to measure 

10 Help with basis of interest; look for possible misclassification

11 Now required; not clear how to determine in some cases; problems with new clients

12 Identifies contributed property with BIG or BIL; not reverse Section 704(c)

13 Helps determine allocation efficacy; possible distribution triggers of Section 704(c)

14, 15 Partnership classification cannot be undone by partners

16 Should have 2553 already filed or attach with first return with a reasonable cause

17 If corporation aggregates, shareholders may not disaggregate; try to segregate

18 Hard to identify if no appraisal as going concern; AICPA SSTS No. 2 may help answer

19 Does Section 163(j) apply; if yes, added reporting complexity

20 Section 108 exclusions apply at corporate level

21 May identify a taxable transaction for the corporation

22 GAO study notes concerns with eligibility

23 PPP loan issue; impact on distribution treatment

24 Corporate classification cannot be undone by shareholders

25 Corporate classification cannot be undone by shareholders

26 Helps ensure proper allocations; assess conformity with single class of stock

27 Possible identification of debt-as-equity issue. Sections 385, 1361(c)(5); Reg 1.1361-1(l)

28 Distribution; debt repayment; sale/redemption of stock; loss pass-through

29 Generally tracks outside basis without debt shares 

30 Can cause problems when shareholder(s) sell – more so than IRS challenge

31 Items that must be separately stated for all RPEs for Section 199A purposes



non-rental operations, unless one is insignifi-
cant in relation to the other or the rental is to a 
trade or business in which the ownership of the 
rental and business operations is the same.  

The Form 1065 does not ask about aggrega-
tion for purposes of the Section 1411 net in-
vestment income tax (NIIT), but Reg. 1.1411-
5(b) defines income subject to the NIIT by 
reference to the passive activity classification. 
Therefore, the response to the Section 469 
question applies equally to Section 1411.  

The aggregation question on Form 1065, 
page 1, item K, which corresponds to the ques-
tion for box 22 and box 23 of each partner’s 
Schedule K-1, may appear innocuous because 
it simply involves checking, or not checking, a 
box. However, the decision process involved in 
the “box checking” response can be challenging 
and have significant implications for partners 
subject to the loss limitation provisions of ei-
ther Section 465 or Section 469.  

If a partnership aggregates operations into 
one activity for purposes of Section 469, the 
partner may not disaggregate that activity. The 
partner may further aggregate operations con-
ducted through other PTEs or directly by the 
partner, but may not pull apart that which the 
partnership has bound together.4 Where possi-
ble, the PTE should disaggregate operations. 
Each separate activity would require supple-
mental information disclosure so the PTE 
would need suitable records to allow disaggre-
gation.  

Interestingly, the Form 1065 does not ask if 
the partnership has aggregated trade or busi-
nesses for purposes of Section 199A (QBID). 
No aggregation is required for Section 199A, 
but a taxpayer may choose to aggregate sub-
ject to the requirements identified in Reg. 
1.199A-4(b).  

A “relevant pass-through entity” (RPE), 
which includes a partnership or an S corpora-
tion, may elect to aggregate trades or busi-
nesses.5 An owner of the RPE is subject to a 
consistency rule that requires the owner to fol-
low the RPE aggregation. As is true with Sec-
tions 465 and 469, the RPE owner may further 
aggregate subject to the requirements of Reg. 
1.199A-4(b). The RPE is also subject to consis-
tent reporting for aggregation done by a 
lower-tier RPE, but may add to the lower-tier 
entity’s aggregated businesses. The RPE must 
attach a statement to each partner’s K-1 form 
providing details of items reported by a lower-
tier partnership.6 

The RPE is required to report QBI, W-2 
wages, and UBIA for each trade or business or 
aggregated trade or business. Qualified busi-
ness income (QBI) forms the base for the al-
lowed deduction. The W-2 wages and UBIA 
are relevant only for high-income owners. 
The RPE determines how many businesses it 
has and if any of those businesses are specified 
service trades or businesses (SSTBs).7 If the 
RPE fails to satisfy its reporting obligation, 
the QBI, W-2 wages, and UBIA are presumed 
to be zero.8 

Form 1065, page 2, question 6 asks if the 
partnership had a reduction in its debt resulting 
from a cancellation, reduction, or modification. 
Section 61(a)(11) defines gross income to in-
clude a cancellation of indebtedness (COD). 
Section 108 then provides options for the exclu-
sion of COD income, including possible reduc-
tion in tax attributes that may lead to a deferral 
rather than a permanent income exclusion.  

Under “aggregate” principles applicable to 
partnerships, the availability of the Section 108 
exclusions is determined at the partner level.9 
The IRS would then expect to see any COD in-
come resulting from question 6 reported by the 
partnership and allocated among the partners. 
This is so even if one or more partners might be 
eligible for a Section 108 exclusion provision. 
An affirmative question 6 response would also 
correspond to a Section 752(b) deemed distri-
bution of money. Partner-level K-1 reporting 
more directly highlights that issue because the 
effect is partner specific.  

Form 1065, page 2, question 10 asks if the 
partnership is making, or has previously made, 
a Section 754 election to adjust tax basis in 
specified situations. If the response is “Yes,” the 
partnership is then asked if an event occurred 
in the current year that would give rise to an 
adjustment under either Section 734 (partner-
ship-level basis adjustment triggered by a dis-
tribution) or Section 743 (partner-specific ad-
justment triggered by a sale or exchange of an 
interest, including by the death of a partner). 
While the Section 743 adjustment does not af-
fect the partnership itself, Reg. 1.743-1(j) im-
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5 Reg. 1.199A-4(b)(2)(ii).  
6 Reg. 1.199A-6(b)(3)(ii).  
7 See Reg. 1.199A-6(b)(2) for the RPE reporting obligations. An 

SSTB reports items in the same manner as a non-SSTB, but 
“threshold income” owners may be subject to a separate reduc-
tion in the allowed SSTB deduction imposed by the “applicable 
percentage.”  

8 Reg. 1.199A-6(b)(3)(iii).  
9 Section 108(d)(6).  



poses a reporting obligation on the partnership 
for the effects of the adjustment on the partner.  

Question 10 highlights the need for the 
partnership to attach a required statement for 
each type of adjustment. Reg. 1.734-1(d) and 
Reg. 1.743-1(k)(1) include details required for 
each form of disclosure. The Section 734 ad-
justment occurs because of a partnership dis-
tribution so that the partnership is aware of the 
triggering event. The partnership’s Section 743 
reporting obligation is conditioned on the 
transferee partner informing the partnership 
of the transfer within 30 days.10 

A final part of question 10 asks if the part-
nership is required to record the effects of a 
substantial built-in loss adjustment under Sec-
tions 734(d) or 743(d). Both provisions require 
a mandatory adjustment when the result 
would be a negative adjustment in excess of 
$250,000.11 This is a separate question because 
the adjustment occurs when no Section 754 
election would otherwise mandate it. The part-
nership must record the negative adjustment 
but is not bound by the effects of a Section 754 
election in future periods. The IRS would ex-
pect to see an explanatory statement if both 10a 
and 10b are marked “Yes,” or if 10c is sepa-
rately marked “Yes.”  

Form 1065, page 3, questions 11 and 12 
highlight a potential qualification issue for a 
Section 1031 like-kind exchange. Question 11 
asks about a “swap-and-drop” and question 12 
about a “drop-and-swap.” Section 1031 allows 
a deferral of gain when a taxpayer exchanges 
real property held for investment or trade or 
business use for real property of a like kind also 
to be held for investment or trade or business 
use. The partnership is generally the taxpayer 
seeking to qualify for nonrecognition relief.  

Question 11 asks if the partnership distrib-
uted or transferred the replacement property ac-

quired from a partnership-level exchange. 
Question 12 asks if the partnership distributed 
an undivided share in (to be relinquished) prop-
erty to one or more partners. The question’s re-
sponse may identify an attempt to re-define the 
exchanging party. Partners often do not each 
want to complete a like-kind exchange, or may 
not want to continue as partners in exchange re-
placement property. A “drop-and-swap” is an 
approach commonly used to attempt to redefine 
the exchanging party.  

As a simple example, consider a three-per-
son partnership holding property valued at $3 
million. Each member owns a one-third inter-
est in all items. Members Alex and Barb want 
to continue as partners following an exchange 
while Member Carol wants to own exchange 
replacement property on her own.  

The partnership might sell the relinquished 
property and exchange into two properties, 
one valued at $2 million and the other at $1 
million. The partnership would then distribute 
the $1 million property, selected by Carol, in 
liquidation of Carol’s interest.  

Question 11 would highlight this transac-
tion. The IRS could question whether the part-
nership satisfied the requisite motive to hold 
the replacement property for investment or 
business use and challenge the $1 million asset 
as qualified replacement property.12 An alter-
native formulation of the exchange qualifica-
tion issue would be if the partnership first dis-
tributed a fractional one-third ownership share 
to Carol, who then sold her fractional interest 
separately from the partnership. Carol would 
then contend that she may engage in an ex-
change separate from the partnership. Alex 
and Barb could remain in the partnership to 
complete a $2 million exchange.  

Question 12 would identify this structure as 
well as other similarly motivated distributions 
of fractional ownership shares.13 The IRS could 
challenge the qualification of the distributed 
property interest in Carol’s hands (contending 
her motive is to exchange) or could contend 
that a sale of the entire property was effectively 
consummated by the partnership before the 
distribution. The exchange would then fail if 
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10 Reg. 1.743-1(k)(2).  
11 This may occur if the basis of partnership assets exceeds FMV 

by more than $250,000 or if a transferee would be allocated a 
loss of more than $250,000 from a hypothetical sale of part-
nership assets at FMV.  

12 See Maloney, 93 TC 89 (1989), as a possible defense against an 
IRS challenge.  

13 The partnership often liquidates by distributing fractional 
shares to all partners, who then contend Section 1031 is applied 
independently to each owner.  

14 See Court Holding Company, 324 US 331 (1945), for the partner-
ship-as-seller challenge. This case dealt with a corporation, but 
the application of step-transaction principles would be the 
same.  

One of the first questions asked on Form 1065 
is whether the partnership has aggregated 
activities for purposes of Section 465 (at-risk) 
or Section 469 (passive loss).



the partnership did not fully replace the relin-
quished property.14 The IRS might also argue 
that the co-ownership arrangement following 
the distribution, and before the sale, was itself 
a partnership.15 

Question 24 asks questions to determine if 
the partnership may be subject to reporting 
business interest expense for purposes of the 
Section 163(j) limitation. Where applicable, the 
partnership must then file Form 8990 (Limita-
tion on Business Interest Expense Under Sec-
tion 163(j)). Part II of this form identifies excess 
taxable income and excess business interest ex-
pense of a partnership, and Part III identifies 
the same information for S corporations. 
Schedule A and Schedule B are used to report 
partners and shareholders excess items and car-
ryforward amounts. Schedules A and B of the 
Form 8990 will identify pass-through items of 
business interest expense, adjusted taxable in-
come, business interest income, and carryfor-
ward items. All are required to determine the 
applicability of Section 163(j) limitations at the 
partner or shareholder level.  

Question 25 first asks if the partnership in-
tends to qualify as a “Qualified Opportunity 
Fund” (QOF) and, if so, if the Form 8996 
(Qualified Opportunity Fund) is attached to 
the partnership return.16 This form is used to 
self-certify the entity’s status as a QOF and is 
filed each year to certify continued eligibility as 
a QOF.  

A QOF must have 90% or more of its assets 
held in Qualified Opportunity Zone property.17 
The QOF tests twice a year, and the 90% test is 
satisfied if the average of qualifying assets sat-
isfies the test. Thus, one computes the percent-
age for two separate six-month periods and 
then adds the percentages and divides by two 
to get the average.  

This average is reported on line 14 of the 
Form 8996. Form 1065, question 25 asks for 
the amount from line 15 of the Form 8996. If 
the 90% test is satisfied, line 15 is zero. This line 
15 amount is used to determine any potential 
penalty for the QOF’s failure to satisfy the asset 
test. Entering zero on Form 1065, line 25 indi-
cates that the QOF partnership is not subject to 
a penalty tax.  

S corporation items—Form 1120S 
Many of the Form 1120S questions directed to the 
entity are similar to those of the Form 1065. Ex-
hibit 1 highlights the considerable overlap in the 

PTE form questions. The focus in this section will 
generally be on those questions that are specific to 
S corporations.  

Page 1, item G asks if the year in question is 
the first year for which the S election is to be ef-
fective. This would generally mean that the 
election form, Form 2553 (Election by a Small 
Business Corporation), was filed by the 15th day 
of the third month of the current year. In that 

case, the box would be checked to indicate that 
the current year was the first year as an S cor-
poration and no supporting documentation 
would be attached to the 1120S. If the election 
had not been timely filed, or was defective in 
some manner,18 Rev. Proc. 2013-30 allows a 
qualifying entity to file the election with the 
current year tax return.19 

Page 1, item J asks if the S corporation has 
aggregated activities for purposes of Section 
465 or grouped activities for purposes of Sec-
tion 469. These questions are asked for the 
same reasons as discussed earlier with respect 
to partnerships. Similar to the partnership, the 
shareholders’ K-1 forms ask, in boxes 18 and 
19, the same activity aggregation questions 
asked of the entity in Item J. Shareholders are 
subject to the same consistency rules that apply 
to partners.  

As a Section 199A defined RPE, S corpora-
tions are subject to the same Section 199A re-
porting as detailed earlier for partnerships. S 
corporations are also subject to the same Sec-
tion 163(j) reporting as discussed earlier for 
partnerships. Question 10 of Schedule B asks 
the same questions as previously noted for 
partnerships and may require the RPE to at-
tach Form 8990 with the information dis-
cussed above in the partnership section.  
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15 See Rev. Proc. 2002-22, 2002-1 CB 733, for guidance in struc-
turing co-ownership of real property to avoid partnership sta-
tus. This guidance is intended for advance ruling purposes but 
may also be used for general guidance.  

16 A QOF may be a partnership or a corporation.  
17 Section 1400Z-2(d)(1).  
18 For example, not all affected shareholders may have consented, 

including those with community property rights under state 
law, or those who had disposed of their shares between the first 
day of the corporate tax year and the date the election was filed.  

19 Form 2553 requires a declaration that a reasonable cause exists 
for the late-filed election and a statement of the reasonable 
cause.  

Form 1065 asks if the partnership had a 
reduction in its debt resulting from a 
cancellation, reduction, or modification.



Page 2 (Schedule B) question 12 asks for the 
corporation’s net unrealized built-in gain 
(NUBIG) reduced by any previously recog-
nized BIG. NUBIG must be computed for an S 
corporation that was previously a C corpora-
tion. Section 1374(c)(1) provides a general rule 
that the BIG tax does not apply to an entity that 
has always been an S corporation. However, 
this is modified by Section 1374(d)(8), which 
provides that if the S corporation acquired as-
sets from a C corporation in a carryover basis 
transaction, the BIG tax applies to the extent of 
the excess of the FMV of the acquired assets 
over the tax basis to the S corporation at the 
date of acquisition.  

There are two situations where this could 
occur. First, the S corporation acquires a C cor-
poration in an asset acquisition that qualifies as 
a reorganization.20 An acquisitive asset reor-
ganization could include a “Type A”,21 a “Type 
C”,22 an acquisitive form of a “Type D,”23 or a 
forward triangular merger.24 Second, the S cor-
poration acquires the stock of a C corporation 
and elects to treat the acquired entity as a qual-
ified Subchapter S subsidiary (QSub).  

The QSub election will cause a deemed liq-
uidation subject to Section 337 (liquidated C 
corporation) and Section 332 (parent S corpo-
ration).25 No gain will generally be recognized 
by either party. The S corporation then ac-
quires a carryover basis in the assets of the for-
mer C corporation.26 A QSub election causes a 
deemed, rather than an actual, liquidation so 
the acquired entity will typically survive, but no 
longer as a C corporation, and will be deemed 
to be a division of the parent S corporation.  

If there are multiple transactions that create 
NUBIG, the S corporation must separately re-
port each “pool” of NUBIG. Section 1374(d)(7) 
limits the BIG exposure to five years. The in-
structions to the Form 1120S do not state that 

the NUBIG question can be disregarded after 
the five-year period has lapsed. However, it 
would seem pointless to continue to report the 
figure after the statutory recognition period 
had lapsed. The number would then be frozen 
as of the end of the recognition period and 
would potentially provide misleading informa-
tion implying a continuing potential corpo-
rate-level tax exposure.  

Question 12 asks if corporate third-party 
debt has been canceled, reduced, or forgiven. 
This is similar to the question asked on the 
partnership Form 1065. However, the S corpo-
ration follows an “entity” approach with re-
spect to COD events. This means several 
things. Section 108(d)(7)(A) applies the COD 
exclusion provisions at the entity level. Any 
COD income excluded by Section 108 does not 
increase corporate reported income or the cor-
poration’s accumulated adjustments account 
(AAA). Form 982 (Reduction of Tax Attributes 
Due to Discharge of Indebtedness) would be 
filed by the entity to claim any exclusion.  

Any attribute reduction mandated by Sec-
tion 108(b) is applied at the entity level, with 
any Section 1366(d)(1) suspended loss for the 
year of the discharge treated as a net operating 
loss for purposes of the Section 108(b)(2)(A) at-
tribute reduction.27 Forgiveness of a Paycheck 
Protection Program (PPP) loan is ignored for 
purposes of question 12 and its attendant re-
porting because the income exclusion arises 
outside of Section 108.28 

Question 13 asks if there was a termination 
of QSub status during the year, either by affir-
mative revocation of the election or by termi-
nation by failure to qualify. If “Yes” is checked, 
the corporation must also attach a statement 
to the return for the year of the termination or 
revocation, including the information re-
quired by Reg. 1.1361-5(a)(2). The effects of 
the termination or revocation are set forth in 
Reg. 1.1361-5(b).  

Question 15 asks if the entity is a QOF for 
the year and is attaching Form 8996 to certify 
its status as a QOF. Similar to a partnership, the 
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20 See the carryover basis rule of Section 358(a)(1), which applies 
when Section 361 protects the transferor corporation from 
recognition of gain on an asset transfer pursuant to a reorgan-
ization.  

21 Section 368(a)(1)(A).  
22 Section 368(a)(1)(C).  
23 Section 368(a)(1)(D).  
24 Section 368(a)(2)(D).  
25 Reg. 1.1361-4(a)(2).  

26 Section 334(b)(1).  
27 This provision states that the NOL is the first tax attribute to be 

reduced when a Section 108 exclusion applies.  
28 The 2020 Coronavirus Aid, Relief, and Economic Security Act 

(CARES Act) excludes PPP loan forgiveness from income.  
29 One other classification, less commonly seen, is the share-

holder’s undistributed taxable income previously taxed. This re-
lates to earnings prior to the 1982 Subchapter S Revision Act 
(P.L. 97-354).  

Form 1065 questions highlight a potential 
qualification issue for a Section 1031 like-kind 
exchange.



corporation must (annually) provide the num-
ber from line 15 of the Form 8996, used to de-
termine if a penalty may apply for noncompli-
ance with the QOF asset test.  

Schedule M-2 requires the corporation to 
provide a reconciliation of the AAA, earnings 
and profits (E&P), and other adjustments ac-
count (OAA) for the year.29 Because S corpora-
tions do not generate E&P during S years, the 
E&P column reports only any beginning bal-
ance, reductions for distributions taxed as div-
idends under Section 1368(c)(2), and an end-
ing balance.  

PPP loans have created some confusion 
with respect to the determination of AAA and 
OAA. Tax-exempt income and expenses asso-
ciated with tax-exempt income are included in 
OAA rather than AAA. If an S corporation 
with E&P distributes tax-exempt income, the 
distribution can become a dividend if AAA has 
been exhausted. Forgiveness of PPP loans cre-
ates tax-exempt income typically reported in 
OAA. However, the expenses paid by the PPP 
funds are deductible.30 

An S corporation with E&P would increase 
the likelihood of a dividend distribution if de-
ductible PPP-funded expenses reduce AAA 
rather than OAA. This AAA reduction would 
generally occur simply by following the M-2 
schedule because AAA is reduced by line 21 or-
dinary income or loss. Line 21 would be ex-
pected to include any Section 162 expenses 
funded by PPP loan proceeds.  

The Consolidated Appropriations Act (CAA) 
clarified both that Section 162 expenses funded 
by PPP loan proceeds could be deducted, and 
that the excluded forgiveness income would be 
treated as an item of tax-exempt income in-
creasing the shareholder’s basis. CAA was silent 
on the effect of the excluded income on AAA.  

Reg. 1.1368-2(a)(2)(i) does not increase 
AAA for items of tax-exempt income. Similarly, 
Reg. 1.1368-2(a)(3)(i)(C)(2) does not decrease 
AAA for expenses associated with tax-exempt 
income. Arguably this would allow the full ef-
fects of the PPP loan transaction to be recorded 
in OAA. However, the mechanics of the M-2 
schedule will reduce AAA for PPP funded 
items reported in line 21 income or loss.  

The instructions to the 2021 1120-S clarify 
that the forgiven income should be included as 
part of the OAA, and that the expenses associ-
ated with that excluded income should also be 
part of OAA (and not AAA). The instructions 
state that if the expenses flow to the AAA (for 

example, through line 21 ordinary income or 
loss), the M-2 should reverse that AAA impact 
by including the expenses as line 3 other addi-
tions.  

The net effect is that the exempt income and 
deductible expenses associated with the PPP 
funds all flow through OAA and there is no 
(net) effect on AAA. While this result is wel-
come, the M-2 reporting is complicated by 
PPP transactions.  

Partner K-1 reporting 
There is a mandated, or minimum, amount of 
information that must be provided to each part-
ner on the K-1 schedule. However, understand-
ing how partners use this information can be 
helpful in both properly completing the K-1 as 
well as identifying situations where supplemen-
tal information, even if not required, may be 
helpful to the partner. Certain information on 
the K-1 may also assist the IRS in identifying 
possible audit issues. It can be important for a 
preparer to know how all parties may use the in-
formation provided on the K-1.  

Item J asks the partner’s share of profit, loss, 
and capital, each reported for the beginning 
and the end of the year. Usually profit and loss 
percentages are stated in the partnership agree-
ment as a single percentage. The agreement 
may prescribe changing percentages either due 
to attaining specified targets, or because of a 
major capital event. The agreement may also 
call for item allocations so that the partner’s 
share of specific items is not the same. Alloca-
tions may also be required to attain “targeted” 
capital balances matching the hypothetical dis-
tributions following a hypothetical liquidation.  

In each of these cases, it may not be clear 
what (single) percentage should be reported. 
Reasonable people may then disagree how to 
specify a single percentage on the K-1 sched-
ule. The most important issue in such cases is 
to be consistent in the approach taken from 
year to year.  
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30 This result was confirmed by the 2021 Consolidated Appropria-
tions Act (CAA).  

Form 1065 asks questions to determine if the 
partnership may be subject to reporting 
business interest expense for purposes of the 
Section 163(j) limitation.



IRS instructions explain capital percentages 
to be the percentage of assets to be received by 
the partner if the partnership were to liquidate. 
Many partnerships liquidate by Section 704(b) 
capital balances to comply with a regulatory 
safe harbor for tax allocations.31 

Partnership K-1 capital must now be re-
ported using transactional tax basis capital ac-
counts. The tax basis capital will be less likely to 
represent rights to assets upon liquidation than 
Section 704(b) capital. However, many part-
nerships may simply report each partner’s 
share of the capital to agree to the K-1 reported 
tax basis balances. If a partner has a negative 
capital, the share of capital should be reported 
as zero.32 This will require a proportional ad-
justment to the capital percentages of those 
partners with positive capital accounts.  

Item K requires reporting the partner’s share 
of recourse liabilities, nonrecourse liabilities, 
and qualified nonrecourse liabilities. Complet-
ing this section may require four steps.  

First, Reg. 1.752-1(a) is used to distinguish a 
recourse liability from a nonrecourse liability. 
Second, Reg. 1.752-2(a) determines partners’ 
shares of recourse liabilities. Third, Reg. 1.752-
3(a) determines partners’ shares of nonrecourse 
liabilities. These three steps allow a determina-
tion of increases and decreases in partners’ 

shares of partnership debt, based on classifica-
tion of each debt instrument. These Section 752 
debt shares then affect the basis of partners’ in-
terests based on deemed contributions and dis-
tributions under Sections 752(a) and (b) re-
spectively. Deemed contributions increase 
partners’ basis under Section 722 and deemed 
distributions decrease basis under Section 733.  

The fourth step may require bifurcation of 
the nonrecourse debt share. Qualified nonre-
course debt is defined in Reg. 1.465-27 and 

serves to increase a partner’s at-risk basis. Item 
K reports each partner’s aggregate share of 
qualified nonrecourse debt. If the partnership 
reports more than one at-risk activity, an at-
tachment to the partner’s K-1 should identify 
the at-risk qualified debt shares activity-by-ac-
tivity. Segregation into three categories of debt 
shares is necessary to allow the partner to com-
pute at-risk basis for each activity. Segregation 
is not needed to determine the basis of the in-
terest for other purposes.33 

Item L requires a reconciliation of the part-
ner’s capital account from the beginning of the 
year to the end of the year. This capital must 
now be determined using the transactional tax 
basis method. In general, this method meas-
ures the basis of the partner’s interest without 
regard to the share of partnership liabilities. 
However, there are situations where the trans-
actional tax basis capital will not fully track the 
basis of the interest without regard to liabilities. 
In these situations, reasonable people may dis-
agree on how transactional tax basis capital 
should be recorded. These topics are beyond 
the scope of this article.34 

Item M asks if the partner has contributed 
property with a built-in gain or loss. Section 
704(c) determines allocations with respect to 
built-in gains and losses. Item N asks for the 
partner’s share of unrecognized Section 704(c) 
gain or loss at the beginning of the year and at 
the end of the year. Item M is directed at a cur-
rent year contribution of property by the K-1 
partner. If Item M is checked “Yes,” a statement 
must be attached to identify the item(s) con-
tributed in that year. Item N is much broader, 
covering all unrecognized Section 704(c) gains 
and losses for the partner without regard to the 
year of origin.  

Section 704(c) items are identified by differ-
ences between the Section 704(b) “book” and 
tax basis of the property. Section 704(c) items 
can arise from contributions of property by a 
partner with a built-in gain or loss (book value 
is determined by reference to FMV and tax 
value by the contributed tax basis),35 or by Sec-
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31 See, for example, the economic effect safe harbors of Reg. 
1.704-1(b)(2)(ii)(b) and (d) and the deemed in accordance with 
the partners’ interest safe harbor of Reg. 1.704-2(e).  

32 Because Section 752 debt shares are not included in capital ac-
counts, it is possible to have both a negative tax basis capital 
balance and a positive basis in the interest. Section 704(b) cap-
ital balances may also be negative before liquidation, typically 
due to nonrecourse deductions that will be offset with a mini-
mum gain chargeback.  

33 Losses are more likely to be limited by the at-risk basis than the 
Section 704(d) basis for two reasons. First, at-risk basis includes 

only qualified nonrecourse debt while Section 704(d) includes 
all (three) debt shares. Second, the loss limitation of Section 
704(d) applies to the overall basis of the partner’s interest. Sec-
tion 465 limits losses to the at-risk basis of each identified ac-
tivity.  

34 See James R. Hamill, “The Mechanics of Maintaining Transac-
tional Tax Basis Capital Accounts,” Practical Tax Strategies, De-
cember 2021, Vol. 107, No. 6, pp. 4-19.  

35 Reg. 1.704-3(a)(3)(i).  
36 Reg. 1.704-3(a)(6)(i).  

Many of the Form 1120S questions directed to 
the entity are similar to those of the Form 
1065.



tion 704(b) revaluations of partnership prop-
erties by events such as a contribution of 
money or property in exchange for an inter-
est.36 The revaluation creates a book-tax dis-
parity and helps to identify built-in gains and 
losses at the time a new partner joins.37 Alloca-
tions of gain and loss for these built-in items 
can be made only to the partners who were in 
the partnership when the book property reval-
uation occurred.  

These allocations are referred to as “reverse” 
Section 704(c) allocations to distinguish them 
from those attributable to contributed prop-
erty. Item M identifies only current year con-
tributions that give rise to Section 704(c) items 
and will not identify revaluations. Item N 
shows an aggregated share of Section 704(c) 
items from all sources for all years.  

Box 19 is supplemental information for dis-
tributions. Partners generally do not recognize 
gain from a partnership distribution unless 
they receive money in excess of the basis of 
their partnership interest.38 Section 737 can 
cause a partner to recognize net pre-contribu-
tion gain to the extent the FMV of property 
and any money distributed to that partner ex-
ceeds the basis of the partner’s interest. This 
anti-abuse provision prevents the partner from 
avoiding Section 704(c) gain by receiving other 
property while leaving behind the contributed 
property. It applies if the distribution occurs 
within seven years of the contribution of prop-
erty with a built-in gain.39 

The reporting of a partner’s share of net un-
recognized Section 704(c) gain in Item N can 
help the IRS (and the preparer) track the po-
tential for Section 737 gain. Code “B” is used 
to identify distributions that result in the ap-
plication of Section 737 at the partner level. 
Section 704(c)(1)(B) achieves a similar result 
when contributed Section 704(c) property is 
distributed to a partner other than the one 
who contributed the property. This provision 
also has a seven-year lookback period, but the 
gain is reported by the partnership itself and 
then allocated to the Section 704(c) partner. 
There is no need for a separate code in Box 19 

because the Section 704(c) partner did not re-
ceive the distribution and the acceleration of 
the Section 704(c) gain is reported at the part-
nership level. Both Section 704(c)(1)(B) and 
Section 737 gain will reduce the affected part-
ner’s share of unrecognized Section 704(c) 
gain reported at Item N.40 

Box 20, Code N, is used to report Section 
163(j) interest items. Box 22 or box 23 is 
checked if the partner’s K-1 reports the results 

of more than one activity for Section 465 (box 
22) or Section 469 (box 23). If checked “Yes,” a 
statement must be attached to show income or 
loss activity-by-activity.  

Shareholder K-1 reporting 
A shareholder’s K-1 reporting has considerable 
overlap with the information provided on a 
partner’s K-1. This is intuitive because they are 
both PTEs. Any reporting differences are caused 
by the use of the “aggregate” approach by the 
partnership and the “entity” approach by the  
S corporation.  

Item G asks for the current year allocation 
percentage for the shareholder. S corporations 
allocate items by stock ownership. If owner-
ship changes occur during the year the alloca-
tion will be per-share, per-day. The Item G re-
sponse does not provide sufficient detail to 
determine if ownership changed during the 
year, but the preparer must consider any own-
ership changes in reporting allocation shares.  

There are no allocations of Section 704(c) 
items in an S corporation because the corpora-
tion does not track gains and losses as specific 
to each owner (which is an aggregate concept). 
All S corporation items are allocated based on 
entity ownership even if attributable to con-
tributed built-in gain or loss.  
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37 Reg. 1.704-1(b)(2)(iv)(f)(5)(i). This is just one of the permitted 
revaluation events.  

38 Section 731(a)(1).  
39 Section 737(b)(1).  
40 Section 737(c)(2) makes adjustments to the contributed prop-

erty to reduce the overall (and partner’s) Section 704(c) unrec-
ognized gain.  

There is a mandated, or minimum, amount of information that must be provided 
to each partner on the K-1 schedule. However, understanding how partners use 
this information can be helpful in both properly completing the K-1 as well as 
identifying situations where supplemental information, even if not required, 
may be helpful to the partner.



Item H asks the number of shares owned by 
the shareholder as of the beginning of the year 
and the end of the year. If ownership has 
changed, it would affect current year alloca-
tions. The IRS would also expect Form 7203 
(basis tracking) to be required for the share-
holder’s return if any reduction in ownership 
resulted from a disposition of shares.  

Form 7203 now standardizes reporting of 
stock and debt basis that was previously re-
quired but satisfied with preparer-generated 
“white paper” attachments. Form 7203 Part II, 
used to report shareholder debt basis, requires 
identifying each debt as a formal note or open 
account. Open account debt may be aggre-
gated as a single loan if the year-end balances 
do not exceed $25,000.41 

Schedule K-1, Item I asks for the loans 
outstanding from the shareholder, including 
beginning and ending balances. Reductions 
in loan balances would be another trigger for 
a Form 7203 filing requirement for the share-
holder’s return. If there is a pattern of no 
change to the beginning and ending loan bal-
ance, it may be more likely that the purported 
debt instrument would be challenged as an 
equity instrument. This could lead to a po-
tential disqualifying second class of stock. It 
is best to ensure that all debt instruments ei-
ther satisfy the Section 1361(c)(5) “straight-
debt” safe harbor against classification as a 
second class of stock or at least may reason-
ably be respected as debt under the factor-
test of Section 385.42 

Item 16 provides information for items that 
would affect the shareholder’s basis. As noted 
above, shareholders in S corporations may be 
subject to additional Form 7203 reporting of 
basis identified by an affirmative basis report-
ing response on Schedule E of the share-
holder’s tax return. Part II of Schedule E re-

ports income or loss from an S corporation and 
line 28(e) has a box to check if a basis compu-
tation is required to be attached to the return.  

Form 7203 is attached to the shareholder’s 
return if any of four situations apply:  
• An aggregate loss was reported for the tax year;  
• A distribution was received from the corpora-

tion that was not classified as a dividend;  
• Stock was disposed of during the year; or  
• The corporation repaid shareholder debt.  

The IRS advises that Form 7203 may be use-
ful even if none of the four conditions apply so 
that basis may be tracked from year-to-year. 
The form tracks both stock basis (Part I) and 
debt basis (Part II).  

Schedule K-1, items 18 and 19 ask whether 
the corporation is reporting more than one ac-
tivity for Section 465 or Section 469. This re-
sponse should be the same as items 22 and 23 
on the partner’s K-1. If a “Yes” response is 
given a statement must be attached to show in-
come or loss activity-by-activity.  

Conclusion 
PTEs are currently the entity of choice for eligible 
businesses. Tax practitioners must be familiar 
with both compliance and consulting issues af-
fecting PTEs. The IRS would be expected to focus 
future business audit activity on PTEs and has 
said as much.  

The organization of the PTE tax forms, in-
cluding the questions asked, has changed over 
the years. Much of the changes correspond 
with statutory or regulatory changes to the 
provisions affecting PTEs and their owners. 
Others appear to be targeted to highlight audit 
opportunities.  

By understanding the PTE tax forms a prac-
titioner can better understand these changes 
and identify both resulting tax risks and oppor-
tunities. This article takes a forms-based ap-
proach to comprehension of significant cur-
rent issues in partnership and S corporation 
taxation. n
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41 Reg. 1.1367-2(a)(2)(i).  
42 Reg. 1.1361-1(l)(4) could also be consulted to protect against a 

disqualifying second class of stock.


