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Chapter 2: Schedule K-1

Please note. Corrections were made to this workbook through January of 2020. No subsequent modifications 
were made. For clarification about acronyms used throughout this chapter, see the Acronym Glossary at the 
end of the Index.

For your convenience, in-text website links are also provided as short URLs. Anywhere you see uofi.tax/xxx, 
the link points to the address immediately following in brackets.

About the Author
Peg Phillips, CPA, is a writer and editor for the University of Illinois Tax School. She has been with the 
program since 2003. Peg graduated from the University of Illinois with high honors in accounting and passed 
the CPA exam in 1989. She currently owns and operates Phillips Tax Service in Pekin, IL.

Other chapter contributors and reviewers are listed at the front of this volume.

Introduction ............................................................. A82

Qualified Business Income Deduction ................... A83

Disallowed Losses and Deductions ................  A89

General Cautions and Observations .............  A90

QBI Issues Regarding 
IRC §179 Reported on K-1 ............................  A90

Net Investment Income Tax .................................... A99

Select K-1 Issues .................................................... A100

Credits............................................................  A100

Foreign Transactions....................................  A110

Alternative Minimum Tax ...........................  A114

Tax-Exempt Income .....................................  A115

Domestic Production 
Activities Deduction......................................  A115

“Other Information” Boxes .........................  A115

Basis in Partnerships and S Corporations .......... A116

Initial Basis....................................................  A116

Non-Debt Adjustments to Basis...................  A117

Debt Basis in Partnerships 
and S Corporation ........................................  A119

S Corporation Ordering Rules ....................  A123

A Map of the S Corporation 
K-1 to Basis Worksheet................................  A127

A Map of the Partnership 
K-1 to Basis Worksheet................................  A137

The Three Loss Limitations ................................. A140

At-Risk Rules ................................................  A140

Passive Activity Loss Rules..........................  A148

Select Partner Issues ............................................. A150

K-1 (Form 1065), Box 14..............................  A150

Unreimbursed Partnership Expenses .........  A151

Appendix — “Other Information” 
Box Codes............................................................... A152

2019 Workbook

Copyrighted by the Board of Trustees of the University of Illinois. 
This information was correct when originally published. It has not been updated for any subsequent law changes.



A82 2019 Volume A — Chapter 2: Schedule K-1

Schedule K-1 (K-1) is a form provided to taxpayers to inform them of the taxable income, deductions, credits, and                  
other information that flows through to them from their share of the activities reported on the following returns.

• Form 1065, U.S. Return of Partnership Income

• Form 1120S, U.S. Income Tax Return for an S Corporation

• Form 1041, U.S. Income Tax Return for Estates and Trusts

The full title of each type of K-1 is as follows.

• K-1 (Form 1065), Partner’s Share of Income, Deductions, Credits, etc.

• K-1 (Form 1120S), Shareholder’s Share of Income, Deductions, Credits, etc.

• K-1 (Form 1041), Beneficiary’s Share of Income, Deductions, Credits, etc.

Although each type of K-1 is different, they share many commonalities. Page 1 of the K-1 lists the applicable amounts 
and page 2 lists the codes used on the K-1 and provides summarized reporting information for the recipients who file 
Form 1040. However, some of the items require more detailed explanations. Guidance for how to report those items is 
found in the instructions for the source form. Page 2 also tells the user where to look for additional information for 
certain items. Each partner is generally required to take into account separately the distributive share, whether or not 
distributed, of each class or item of partnership income, gain, loss, deduction, or credit.1 For S Corporation 
shareholders, the character of any items of income, loss, deduction, or credit is determined for the S corporation and 
retains that character in the hands of the shareholder.2 

In this chapter, the taxpayer issuing the K-1 is referred to as the entity if the rule is not specific to the type of taxpayer 
issuing the K-1. The recipient of the K-1 is referred to as an individual. Individuals owning shares of S corporation 
stock or an interest in a partnership are also referred to as investors.

# Practitioner Planning Tip

Tax preparers need to review their individual clients’ level of participation in any pass-through 
entity’s activities to determine the benefits or limitations for items reported on Schedule K-1. 

INTRODUCTION

1. Treas. Reg. §1.702-1(a).

Note. Multiple member LLCs may elect to be taxed as a partnership, an S corporation, or a C corporation. 
While technically the investors are called “members,” for tax purposes the investors are treated as partners or 
shareholders according to the type of tax election made at the entity level. Thus, this chapter does not refer to 
LLC members unless the tax rules are unique to LLC members.

2. Treas. Reg. §1.1366-1(b).
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For tax years beginning after 2017, individuals, estates, and trusts may be entitled to a deduction of up to 20% of their 
qualified business income (QBI) from a qualified trade or business, plus 20% of the aggregate amount of qualified real                  
estate investment trust (REIT) dividends and qualified publicly traded partnership (PTP) income.4 This deduction is called               
the qualified business income deduction (QBID). The QBID allowed for income attributable to a specified servicetrade or                
business (SSTB) is subject to additional limitations if the taxpayer’s income is above certain thresholds.

Treas. Reg. §1.199A-1 uses the term relevant pass-through entity (RPE) to refer to a partnership (other than a PTP)                  
or an S corporation that is owned, directly or indirectly, by at least one individual, estate, or trust.5 A trust or estate is 
treated as an RPE to the extent it passes through QBI, W-2 wages, unadjusted basis immediately after acquisition 
(UBIA) of qualified property, qualified REIT dividends, or qualified PTP income.6

Individuals may claim the QBID for qualifying income that passes through to them from partnerships, S corporations,                
trusts, and estates. The K-1 from the entity is required to include the information necessary for the individual to 
calculate the QBID attributable to that entity. Consequently, it is the responsibility of the person who prepares the 
entity return to determine the following amounts related to the entity’s operations.

1. QBI

2. W-2 wages from qualified trades or businesses

3. UBIA of qualified property

4. REIT dividends

5. PTP income

K-1s from S corporations and partnerships must report this information in the box for “other information” using                
specified codes for each reportable amount. K-1s from trusts and estates must use code I in box 14 to indicate that the 
information is included in a supplemental statement.

The instructions for Form 1040 include the Qualified Business Income — Simplified Worksheet (QBI-S 
Worksheet) for calculating a taxpayer’s QBID. This worksheet may be used by the taxpayer if:

• Their 2018 taxable income does not exceed $157,500 ($315,000 for married filing jointly (MFJ)), and

• They are not a patron in a specified agricultural or horticultural cooperative.7  

QUALIFIED BUSINESS INCOME DEDUCTION3

3. Instructions for Schedule K-1 (Form 1065); Instructions for Schedule K-1 (Form 1120-S); and Instructions for Schedule K-1 (Form 1041).
4. IRC §199A.

Note. For more information about the QBID calculation including rules and definitions, see the 2019 
University of Illinois Federal Tax Workbook, Volume B, Chapter 1: QBID Update.

5. Treas. Reg. §1.199A-1(b)(10).
6. Ibid.

Note. The taxable income threshold for 2019 is $321,400 for MFJ taxpayers, $160,725 for MFS taxpayers, 
and $160,700 for all other taxpayers.7

7. Rev. Proc. 2018-57, 2018-49 IRB 827.
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Taxpayers whose income exceeds the income thresholds or who are patrons in a specified cooperative can use 
additional worksheets and instructions contained in IRS Pub. 535, Business Expenses. Worksheet 12-A, Qualified             
Business Income Deduction Worksheet, is used to aggregate the information from the other worksheets in IRS               
Pub. 535, if necessary. The following table shows the codes that are used for each type of K-1 and where the item is                      
included on the simplified worksheet.

Example 1. Ursula is the 100% owner of Ursula, Inc., which is an S corporation. She is single. Her 2018 taxable 
income is $100,000. She is not a patron of a specified cooperative. She receives the following K-1 and completes 
the QBI-S Worksheet as shown after the K-1. Her QBID, as shown on the worksheet, is $20,000.

To complete the QBI-S Worksheet, the following information from box 17 of the K-1 is used. Because her 
income is not above the QBI threshold, the other information from box 17 (codes W and X) is not used on 
the worksheet.

Note. Beginning in 2019, it would appear that Form 8995, Qualified Business Income Deduction Simplified 
Computation, and Form 8995-A, Qualified Business Income Deduction, will replace the QBI worksheet used 
in 2018. For more information, see the 2019 University of Illinois Federal Tax Workbook, Volume B, 
Chapter 1: QBID Update.

Information the Recipients Need to Form 1065 K-1, Form 1120S K-1, QBI Simplified
Calculate the Deduction Under IRC §199A Box 20 Code Box 17 Code Worksheet

QBI Z V Line 1
W-2 wages from qualified trades or businesses AA W Not on worksheet
UBIA of qualified property AB X Not on worksheet
REIT dividends AC Y Line 6
Qualified PTP income AD Z Line 6
SSTB (yes or no) N/A N/A N/A

Code V: Qualified business income $150,000

Code Y: REIT dividends 5,000

Code Z: Qualified PTP income 0
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Example 2. Use the same facts as Example 1, except Ursula’s 2018 taxable income is $200,000. The business 
is not an SSTB. Ursula must use the worksheet found in IRS Pub. 535 to calculate her QBID. Her 2018 QBID 
is $31,000.

To complete Worksheet 12-A, the following information from box 17 of the K-1 is used.

Code V: Qualified business income $150,000

Code W: W-2 wages from qualified trades or businesses 75,000

Code X: UBIA of qualified property 30,000

Code Y: REIT dividends 5,000

Code Z: Qualified PTP income 0
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DISALLOWED LOSSES AND DEDUCTIONS8

QBI does not include any disallowed losses or disallowed deductions because they are not included in taxable income                 
for the year. Instead, these losses are taken into account in the tax year in which they are allowed in order to determine 
taxable income. However, losses or deductions that were disallowed for tax years ending before January 1, 2018, 
are not taken into account for purposes of computing QBI in a later tax year.9 9

Losses and deductions that may carry forward from years prior to January 1, 2018, include those limited under the 
following Code provisions.10

1. Basis provisions for S corporation shareholders and partnership members (IRC §§1366(d) and 704)

2. At-risk provisions for S corporation shareholders and partnership members (IRC §§1366(d) and 465)

3. Passive activities (IRC §469)

4. Partnership economic effect (IRC §704(d))

The excess business loss limitations under IRC §461(l) are first applicable to tax years beginning after December 31, 2017.                  
Accordingly, losses from activities reported on Schedule K-1 in 2018 that carry forward under this provision affect the 
calculation of QBI in the year that they are allowed.

8. Instructions for Form 1040.
9. Treas. Reg. §1.199A-3(b)(1)(iv).
10. Ibid.
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GENERAL CAUTIONS AND OBSERVATIONS
When preparing a return on which the QBID is claimed, tax professionals should keep the following points in mind.

1. The QBID allowed for income attributable to an SSTB is subject to additional limitations if the taxpayer’s 
income is above the income threshold. A K-1 will not indicate if the business is an SSTB. However, a 
statement should be attached to the K-1 indicating the nature of each trade or business reported. Practitioners 
should consult with their clients about the nature of the business reported on the K-1 if the taxpayer’s income 
exceeds the applicable threshold.

2. If the QBI reported on the K-1 appears incorrect, practitioners should obtain the permission of the taxpayer to 
consult with the person who prepared the K-1 to determine if the amount is actually incorrect. If it is not 
correct, the preparer of the entity return should amend the entity’s return. The IRS has not provided guidance 
on what to do if the return preparer refuses to amend the return.

3. Because disallowed losses and deductions are not included in QBI, the QBI attributable to income passed 
through from an entity may not equal the QBI reported on the K-1. Practitioners may wish to attach some 
type of disclosure and explanation if they use amounts different than those reported on the K-1 in calculating 
an individual’s QBID. Form 8275, Disclosure Statement, may be used to include additional information with 
a return in order to avoid certain penalties.11

4. Solely for QBID purposes, the rental or licensing of tangible or intangible property to a related trade or 
business is treated as a trade or business if the rental or licensing of property and the other trade or business 
are commonly controlled.12 Thus, if the individual taxpayer is renting property to the business reported on the 
K-1, the individual may include the net rental income in QBI.

QBI ISSUES REGARDING IRC §179 REPORTED ON K-1
QBI includes only items of income, gain, deduction, and loss from trades or businesses that are included or allowed in 
determining taxable income for the year.13 Therefore, when calculating the QBID, the taxpayer’s QBI from the trade 
or business reported on the K-1 should not include an IRC §179 deduction that the taxpayer is not able to claim.

The IRC §179 deduction is separately stated on the K-1. Even though the entity meets the requirements to claim the                   
deduction, the taxpayer may not be able to claim the entire amount reported on the K-1. The taxpayer’s allowed deduction 
may be limited based on the following three factors.

1. The maximum IRC §179 deduction per return is $1.02 million for 2019.14

2. To the extent that the taxpayer’s cost of §179 property placed in service during the 2019 tax year exceeds 
$2.55 million,15 the maximum deduction is reduced by the excess. (When applying this provision, the cost of 
property placed in service by the pass-through entity is not included in the total cost.16) 16

Note. For a discussion of the IRC §461(l) excess business loss limitations, see the 2019 University of Illinois 
Federal Tax Workbook, Volume B, Chapter 2: New Developments.

11. Instructions for Form 8275.
12. Treas. Reg. §1.199A-1(b)(14).
13. Instructions for Form 1040. See also REG-107892-18 [www.irs.gov/pub/irs-drop/reg-107892-18.pdf] Accessed on Jan. 10, 2019.
14. Rev. Proc. 2018-57, 2018-49 IRB 827.
15. Ibid.

Note. For information about the application of the §179 limits, see IRS Pub. 946, How To Depreciate Property.

16. IRS Pub. 946, How To Depreciate Property.
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3. The deduction is limited to the taxpayer’s taxable income for that tax year that is derived from the taxpayer’s 

active conduct of any trade or business during that year. Accordingly, a passive investor may not deduct any 
§179 deduction from an activity in which they do not meaningfully participate, even though the deduction is 
included on the K-1.17

Active Conduct
If taxpayers are not allowed to use the §179 deduction because they fail the active-conduct test, the disallowed §179                  
deductions are suspended until the asset is disposed of or the taxpayers’ interests in the entity are disposed of.18

Example 3. Nancy has investments in a number of ventures, including a 25% interest in DG Enterprises (DG), 
an S corporation. Nancy did not actively participate in DG’s business in 2019. For the 2019 tax year, DG 
reported the following amounts on Nancy’s K-1.

The $10,000 deduction from DG is carried forward until the asset is disposed of by DG or Nancy disposes 
of her interest in the S corporation. Because this deduction is not included in determining her 2019 taxable 
income, it should also be excluded when determining her QBI. Thus, Nancy should use $40,000 as her 
QBI from this entity. However, if Nancy had been able to use the §179 deduction of $10,000, her QBI 
would be $30,000.

Note. The IRS instructions for preparing K-1s do not specifically address how the §179 deduction should be 
treated when calculating the amount reported as QBI on the K-1. If the amount of the taxpayer’s allowed 
deduction is different from the amount reported on the K-1, practitioners should adjust the amount of QBI 
used in the QBID calculation.

There are two common reasons for the §179 deduction to be limited on an individual’s return even though the 
entity-level limitations have already been applied. The first is that the individual may not meet the active 
participation test. The second is that the items of income and loss used to determine the QBID limitations are 
not always the same as those used for the §179 limitations.

17. Treas. Reg. §§1.179-2(c)(1) and (c)(6).
18. Shareholder’s Instructions for Schedule K-1 (Form 1120S).

Caution. There appears to be inconsistency in how software packages are treating the QBI amount reported 
on the K-1 when a §179 expense is involved. The QBI amount is reported in box 20, code Z, for a partnership; 
box 17, code V, for an S corporation; or box 14, code I, for estates and trusts. Some software packages are 
netting the §179 amount against the QBI reported in this box, but others are not.

Ordinary business income (box 1) $40,000

§179 deduction (box 11) 10,000

QBI (box 17, code V) 40,000
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Trade or Business
The definition of income from the “active conduct of any trade or business” for purposes of the §179 deduction and 
delimitation of income from a “qualified trade or business” for the QBID are not the same. The following chart 
summarizes whether certain types of income are included for purposes of calculating the limit on each deduction.

Because some of these items are included in income for one purpose, but not the other, it is possible for a taxpayer to 
qualify for the QBID even if their business income is insufficient for the §179 deduction. It is also possible for the 
§179 deduction to be allowed even though a taxpayer’s QBI is zero or negative for the year.

What happens when the §179 deduction exceeds business income for QBI purposes but is allowed because of other 
income, such as wages?

QBI includes all items of income, gain, deduction, and loss from trades or businesses that are included or allowed in 
determining taxable income for the year. Thus, regardless of the type of income that is used to qualify for the §179 
deduction, the deduction is included in QBI. For example, if an individual has a Schedule C business loss that includes 
the §179 deduction that is allowed because the taxpayer’s wages are included in the calculation of income for §179 
purposes, the taxpayer’s QBI from all businesses is also reduced by the §179 deduction.

If the taxpayer has a net loss from all of their qualified business activities for the year, the loss is carried forward for 
purposes of calculating the QBID for the subsequent year.19

Example 4. Joe is a 25% partner in TFM, LLC, which is his only source of income in 2018.

Joe received the following K-1 from the partnership for 2018. The business incurred an ordinary loss of $15,000                 
for the year. It paid Joe $44,000 in guaranteed payments and passed through a §179 deduction of $8,000.

For §179 purposes, Joe’s business income was $29,000 ($44,000 guaranteed payments – $15,000 loss). Joe 
deducted the full §179 deduction of $8,000 passed through to him from the partnership.

For QBID purposes, Joe’s QBI was a loss of $23,000 ($15,000 ordinary loss + $8,000 IRC §179 deduction). 
His 2018 QBID was $0.

19. IRC §199A(c)(2).

Note. Guaranteed payments, like wages, are not added back to net income or considered separately as QBI 
even though, in all likelihood, the guaranteed payments will be subject to self-employment (SE) tax.

Included in Income for Purposes of...
IRC §179 Deduction QBID (IRC §199A)

Wages Yes No
Guaranteed payments Yes No
Payments to partner for services to partnership Yes No
Passive trade or business No Yes
Rental activities qualified as trade or business Yes Yes
Commonly controlled rental property with trade or business No a Yes b

Section 1231 gains/losses from noncapital assets Yes Maybe c

Capital gains and losses No No
a Absent a grouping election
b Treas. Reg. §1.199A-4(b)(1)(i)
c Treas. Reg. §1.199A-3(b)(2)(ii)(A)
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Example 5. Use the same facts as Example 4. For 2019, Joe receives a K-1 from the partnership showing QBI 
(box 20, code Z) of $19,000.

Joe’s 2019 total QBI shown on the QBI-S Worksheet is $0, calculated as follows.

It is possible for the §179 deduction to be limited because of insufficient qualified income but for the taxpayer to still                    
have a QBID. In this case, the deferred §179 deduction is not included in QBI until the year that it is included in 
expenses on the return.

Example 6. Bruce is the sole shareholder of an S corporation that rents its office building from him personally. 
In 2018, he also started a new unrelated business venture that he operated as a sole proprietorship. His 2018 
tax return included the following.

Bruce’s 2018 business income for the §179 limitation was $0 because the sole proprietorship loss was 
combined with the net ordinary income from the S corporation to yield a $4,000 loss ($21,000 income – 
$25,000 loss). The $15,000 IRC §179 deduction carried forward to 2019.

Bruce’s 2018 QBI was calculated as follows.

The deferred §179 deduction was not included in the QBI calculation because it was not included on the 2018                  
return. It will be taken into account in the year the deduction is allowed.

# Practitioner Planning Tip

While Example 6 concludes the QBID (but not the §179 deduction) is allowed for this self-rental 
activity, tax professionals are encouraged to ask probing questions to determine the facts and 
circumstances of the taxpayer’s involvement in the rental activity. If it can be concluded that the 
taxpayer’s involvement is regular, continuous, and has a profit motive (such as is the requirement 
for QBID) and the taxpayer engaged in active conduct of the rental activity (triple net leases do not 
typically meet this requirement), then it could be determined that the rental activity does rise to the 
level of active conduct of a trade or business and therefore the net rental income could be utilized to 
allow the §179 deduction.

QBI from 2019 activities $19,000
Qualified business loss carryforward from 2018 (23,000)
Combination of 2018 qualified business loss and 2019 QBI ($ 4,000)

Total QBI, if zero or less, enter $0 $ 0

Net ordinary income from box 1 of the K-1 $21,000

Business loss from sole proprietorship (25,000)

Pass-through §179 deduction from box 11 of the K-1 (15,000)

Net real estate rental income from corporate office 80,000

QBI reported in box 17, code V ($21,000 ordinary income − $15,000 §179) $ 6,000
Plus: deferred §179 deduction 15,000
Less: business loss from sole proprietorship (25,000)
Plus: net real estate rental income from corporate office 80,000
Total net QBI $76,000
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# Practitioner Planning Tip

In Example 6, Bruce may wish to contact the preparer of the entity return, indicating his inability to 
benefit from §179 and perhaps encourage them to use a different method, such as regular 
depreciation or bonus depreciation.

IRC §179 Adjustments in Future Years
If the taxpayer is not allowed to claim the §179 deduction in the tax year reported, practitioners must adjust the QBI 
attributable to the business in subsequent years. Adjustments need to be made in every year that the deferred §179                  
deduction affects the taxpayer’s return, including the year of disposition of the related asset (discussed next).

Dispositions of IRC §179 Assets.Partnerships and S corporations are required to report dispositions of §179 property           
separately to each shareholder on a statement attached to the K-1. Partnerships indicate the disposition using code L in 
box 20 and S corporations use code K in box 17. The statement must include the following.20

• A description of the property

• The date the property was acquired and placed in service

• The date of the sale or other disposition of the property

• The individual’s share of the gross sales price or amount realized

• The individual’s share of the cost or other basis plus the expense of sale

• The individual’s share of depreciation allowed or allowable

• The individual’s share of the §179 deduction (if any) passed through for the property and the partnership's or 
S corporation’s tax year(s) in which the amount was passed through

• If the disposition is due to a casualty or theft, a statement indicating so, and any additional information 
needed by the individual

• For an installment sale made during the entity’s tax year, any information the individual needs to complete 
Form 6252, Installment Sale Income

The individual taxpayer must report the sale of the asset on Form 4797, Sales of Business Property.21 To determine the                   
amount of depreciation allowed or allowable, it must be determined how much of the original §179 deduction was 
previously claimed. If any of the original §179 deduction is still unclaimed due to the taxable income or passive 
activity limitations, the unused portion is deducted from the total depreciation allowed or allowable for that asset.

As discussed previously in this chapter, losses or deductions that were disallowed for tax years beginning before 
January 1, 2018, are not taken into account for purposes of computing QBI in a later tax year.22 Therefore, the amount 
of gain from the sale of the asset may be greater for QBI purposes than for income tax purposes.

20. Instructions for Form 1065 and Instructions for Form 1120S.
21. Instructions for Form 4797.

Note. For more information about reporting the sale on Form 4797, see the 2016 University of Illinois 
Federal Tax Workbook, Volume A, Chapter 2: S Corporation Shareholder Issues. This can be found at 
uofi.tax/arc [taxschool.illinois.edu/taxbookarchive].

22. Treas. Reg. §1.199A-3(b)(1)(iv).
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Example 7. Minerva is a passive investor in Mercurial Muses, LLC (MM LLC). In 2015, MM LLC purchased 
a state-of-the-art printing press. Minerva’s proportionate share of the purchase price was $10,000. The 
company claimed the entire purchase price as an IRC §179 deduction on its 2015 return. Because Minerva                
was not actively participating in the operation of the business, she could not claim the deduction on her 
personal return.

In 2018, the company sold the printing press. Minerva’s share of the sales price was $7,500. The K-1 
Minerva received for the year included the required identifying information. She calculated the amount of              
allowed or allowable depreciation to report on Form 4797 as follows.

As shown on the following Form 4797, Minerva realized a loss of $2,500 on the disposition of the asset 
subject to passive activity limitations. When calculating Minerva’s QBI from MM LLC, Minerva added 
back the $10,000 of §179 carryover from 2015 that was used to calculate her 2018 taxable income. 
Therefore, her income from the disposition for QBI purposes was $7,500 ($2,500 loss + $10,000 IRC §179 
carryover from 2015).

Caution. According to Treas. Reg. §1.199A-3(b)(1)(iv):

... losses or deductions that were disallowed, suspended, limited, or carried over from taxable years 
ending before January 1, 2018 (including under sections 465, 469, 704(d), and 1366(d)), are not taken 
into account in a later taxable year for purposes of computing QBI.

Although pre-2018 suspended §179 deductions are not specifically mentioned, in Example 7, it is assumed 
that they are also not taken into account in computing QBI.

Depreciation allowed or allowable (as reported on the K-1 supplementary statement) $ 0
Plus: Minerva’s share of the §179 expense deduction claimed by the entity 10,000
Less: Minerva’s unused carryover of the §179 deduction for this property (10,000)
Minerva’s depreciation allowed or allowable $ 0
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2The net investment income tax (NIIT) applies to investment income above certain thresholds. S corporation and 
partnership income passed through to the taxpayer is subject to this tax if the taxpayer does not materially participate 
in the operations of the company.23

Income from K-1s is generally included on line 4a of Form 8960, Net Investment Income Tax — Individuals, Estates, 
and Trusts. Income from dispositions of property that is reported on a K-1 is also included on line 5a. 24

Example 8. Sapphire owns shares in Newton Publishing, Inc. (Newton), an S corporation. She works full time 
promoting Newton’s publications. Her 2018 K-1 showed ordinary income of $1 million, a net IRC §1231 
gain of $50,000, and a §179 deduction of $10,000. On Form 8960, the ordinary income and the §179 
deduction were netted and reported on line 4a ($1 million − $10,000 = $990,000). The §1231 gain was 
reported on line 5a.

To show that these items of income were not subject to the NIIT, the qualifying excluded amounts were 
reported on lines 4b and 5b, respectively. The relevant portion of Sapphire’s 2018 Form 8960 follows.

NET INVESTMENT INCOME TAX

23. IRC §1411.

Note. If the taxpayer materially participates in the activity of the entity, an adjustment must be made on lines 
4b and 5b of the Form 8960 to subtract the income not subject to the NIIT.24 

24. Instructions for Form 8960.

Note. Taxpayers frequently engage in multiple activities through a single entity. The taxpayer may materially 
participate in only some of these activities. This results in an investor receiving both active and passive 
income from the same entity. A separate accounting of active and passive income is necessary for NIIT 
purposes.
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CREDITS
Almost any type of business tax credit for which the entity qualifies is passed through to the K-1 recipients. Most of                    
these tax credits are reported directly in part III of Form 3800, General Business Credit. Generally, the recipient does                  
not have to complete the source credit form or attach it to Form 3800 if they are an individual taxpayer and the only 
source for a credit listed on Form 3800, part III, is from a partnership, S corporation, estate, trust, or cooperative. 
Instead of reporting the information on the source form, they can report this credit directly on Form 3800, part III, and 
enter the employer identification number (EIN) of the entity in column (b) of part III.25

Credits are reported in box 15 of the K-1 for partnerships and in box 13 of the K-1 for S corporations. Various codes 
are used to differentiate the types of credits reported on the K-1.

Example 9. Railroad Fare, Inc. operates a restaurant and has tipped employees. The corporation is taxed as an 
S corporation. Each year the company completes Form 8846, Credit for Employer Social Security and 
Medicare Taxes Paid on Certain Employee Tips, to determine the amount of credit the company is qualified 
to receive. The credit is apportioned among the shareholders and reported in box 13 under code N of each 
shareholder’s K-1.

Barry is a 40% owner of the corporation. His 2018 net income tax was $15,416 before applying any credits. 
He actively participates in the business. He received a K-1 for 2018, showing that his share of the tip credit is 
$10,000. He completed Form 3800 as shown next to claim the credit.

SELECT K-1 ISSUES

25. Partner Instructions for Schedule K-1 (Form 1065).
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In addition to using Form 3800, if the credits are from a passive activity, the taxpayer must also complete Form 8582-CR,                    
Passive Activity Credit Limitations, to determine the amount of the credit that they may claim. Any credits from                 
passive activities that exceed the tax attributable to the taxpayer’s passive activities are carried forward.26

Example 10. Use the same facts as Example 9, except Barry is a passive investor. Each year he must 
complete Form 8582-CR to determine the amount of credit he may claim. Only the tax attributable to 
passive income may be offset by credits from passive activities. For 2018, in addition to the $40,000 of 
ordinary income passed through to him by the corporation, he reported $60,000 in wages from an 
unrelated business. The following forms show how his credit of $8,911 is claimed.

The calculation for Form 8582-CR, line 6 (per the instructions for Form 8582-CR, page 11) follows.27

26. Instructions for Form 8582-CR.
27. Ibid.

Gross income $100,000
Less: standard deduction (12,000)
Taxable income including net passive income $ 88,000
Tax owed on $88,000 $15,416
Less: net passive income (40,000)
Taxable income without net passive income $ 48,000
Less: tax owed on $48,000 (6,505)
Amount to enter on Form 8582-CR, line 6 $ 8,911
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A tax credit that passes through to a partner or shareholder does not directly affect the investor’s basis.28

Example 11. Jennifer owns 100% of Maltese Visions, Inc. (Maltese), an S corporation that provides private 
detective services. In 2019, Maltese incurred $30,000 in expenses to provide its employees with health 
insurance. The corporation qualified for a small employer health insurance premium tax credit29 of 
$10,000. On its Form 1120S, U.S. Income Tax Return for an S Corporation, the corporation claimed the                
net expense of $20,000.

The corporation’s pass-through ordinary loss for 2019 was $15,000. At the beginning of the year, Jennifer’s 
stock and loan basis were both zero. Although Jennifer cannot claim the loss on her 2019 individual return, 
she can claim the pass-through credit of $10,000. Her basis is not affected by claiming the credit.

FOREIGN TRANSACTIONS
Foreign transactions may qualify for special tax treatment of the foreign income and/or credits for taxes paid on the foreign 
income. However, these tax benefits may be limited based on the individual’s tax situation. Therefore, the applicable IRS 
instructions (i.e., Forms 1120S, 1065, or 1041) require entities to report such information separately on the K-1s and/or in                  
supplemental statements to the recipients. One of the most common foreign transactions reported is the payment of foreign                 
tax. The following example illustrates how the K-1 is used in this situation.

Example 12. Rowden is the beneficiary of an estate. In 2018, the estate paid foreign taxes on dividends it 
received via mutual fund holdings. The estate reports the foreign taxes paid on the K-1 in box 14, (“other 
information”) with code B and includes the additional information in a separate statement attached to the K-1.
The statement contains the following information.

Rowden uses the information provided to complete Form 1116, Foreign Tax Credit, which is shown              
following her K-1.

28. IRC §§1367 and 1368.
29. See IRC §45R.

Note. For more information about the foreign tax credit, see the 2019 University of Illinois Federal Tax 
Workbook, Volume B, Chapter 6: Special Taxpayers.

Foreign taxes paid $ 900

Foreign source dividends 9,000

Source: regulated investment company/mutual funds RIC

Total gross income 10,000

Fiduciary expenses paid 2,000

Fiduciary expenses allocated to foreign source income 1,800
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Look-Through Rules for Partnerships and S Corporations30

Partners, S corporation shareholders, less-than-10% limited partners, and certain less-than-10% S corporation 
shareholders must follow specific rules for reporting foreign tax information.

Limited partners and S corporation shareholders who do not actively participate in the management of the S 
corporation and who own a less-than-10% interest (by value) in the entity generally may categorize their distributive 
share of foreign source income and deductions from that entity as passive income. See Treas. Reg. §1.904-5(h)(2) for                 
more details and exceptions. This rule takes precedence over the other income category rules outlined in the 
instructions for Form 1116. Accordingly, even though the entity reports the income as ordinary business income, for 
purposes of claiming the foreign tax credit, the income is treated as passive.

ALTERNATIVE MINIMUM TAX
Entities must also report on K-1s any adjustments that the recipients must make to income and expenses for                 
alternative minimum tax (AMT) purposes. The K-1 for each entity type has a separate box for these items as shown 
below. The most common entries on this form are for depreciation adjustments and exclusion items. The 
corresponding codes on the K-1 indicate the type of adjustment. The instructions for the K-1 and Form 6251, 
Alternative Minimum Tax — Individuals, are used to determine which line an individual taxpayer should use to report                 
the adjustment.

30. Instructions for Form 1116.

Form 1065 K-1 Form 1120S K-1
Information Recipients Need to Calculate AMT Box 17 Code Box 15 Code

Post-1986 depreciation adjustment (line 2l of Form 6251) A A
Adjustment to gain or loss (line 2k of Form 6251) B B
Depletion adjustment (line 2d of Form 6251) C C
Gross income from oil, gas, and geothermal properties a D D
Deductions allocable to gross income from oil, gas, and geothermal properties a E E
Other AMT items F F
a Used to calculate the net amount entered on applicable line of Form 6251

Form 1041 K-1
Information Recipients Need to Calculate AMT Box 12 Code

Adjustment for minimum tax purposes (line 2j of Form 6251) A
AMT adjustment (code A) attributable to:

Qualified dividends B
Net short-term capital gains C
Net long-term capital gains D
Unrecaptured §1250 gain E
28% rate gain F

Adjustments attributable to depreciation (line 2l of Form 6251) G
Adjustments attributable to depletion (line 2d of Form 6251) H
Adjustments attributable to amortization (line 3 of Form 6251) I
Exclusion items (portion of AMT adjustment for calculation

of potential AMT credit in following year) J

2019 Workbook

Copyrighted by the Board of Trustees of the University of Illinois. 
This information was correct when originally published. It has not been updated for any subsequent law changes.



2019 Volume A — Chapter 2: Schedule K-1 A115

2
TAX-EXEMPT INCOME
Examples of tax-exempt income include the following.31

• Certain death benefits (IRC §101)

• Interest on state or local bonds (IRC §103)

• Exempt-interest dividends received from a mutual fund or other regulated investment company (IRC §§103 
and 852(b)(5))

• Compensation for injuries or sickness (IRC §104)

• Income from discharge of indebtedness in a title 11 case (IRC §108)

Partnerships report tax-exempt interest in box 18 of the K-1, using code A. S corporations report tax-exempt interest 
in box 16 of the K-1, using code A. Individual K-1 recipients include the amount of tax-exempt interest on Form 1040, 
line 2a (“tax-exempt interest”). Generally, partners and S corporation shareholders32 may increase the adjusted basis 
of their interests in the entities by the amount of tax-exempt income.33 34

DOMESTIC PRODUCTION ACTIVITIES DEDUCTION35

The Tax Cuts and Jobs Act (TCJA) repealed the domestic production activities deduction (DPAD) for tax years                
beginning after December 31, 2017. However, if an individual’s tax year begins after December 31, 2017, and they 
are a recipient of the DPAD from a pass-through entity with a tax year beginning before January 1, 2018, they can 
take the DPAD in certain circumstances. See Form 8903, Domestic Production Activities Deduction, and its              
instructions for details.

“OTHER INFORMATION” BOXES36

Each type of K-1 has a box labeled only as “other information.” The box number for each type of K-1 is as follows.

There are codes used in the “other information” box on the K-1s that provide very little useful guidance even when 
referencing the codes listed on page 2 of the K-1. The page 2 explanation in some cases refers only to a form number 
or directs the user to the instructions. Appendix A of this chapter offers a brief explanation of each code used in the 
other information boxes. For simplicity purposes, the entity tax form number is used to indicate different codes used 
for the same purpose on the S corporation K-1s and the partnership K-1s.

31. Instructions for Form 1041.
32. See IRC §1367(a)(1)(A).

Note. In calculating the income distribution deduction, the estate or trust is not allowed a deduction for any 
item of the distributable net income (DNI) that is not included in the gross income of the estate or trust.34 
Thus, tax-exempt income is not reported on the K-1s from estates and trusts.

33. Instructions for Form 1065 and Form 1120S.
34. Instructions for Form 1041.
35. Instructions for Schedule K-1 (Form 1041) for a Beneficiary Filing Form 1040.
36. Shareholder’s Instructions for Schedule K-1 (Form 1120S) and Partner’s Instructions for Schedule K-1 (Form 1065).

K-1 Type Other Information Box

Form 1065 (partner) 20
Form 1120S (S corporation shareholder) 17
Form 1041 (beneficiary) 14
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Taxpayers must know their basis in the entity in order to properly report the following.

1. The individual’s share of pass-through losses that can be deducted37

2. The income tax consequences of distributions of money and property from the entity38

3. Gain or loss on a sale or other disposition of the investment in the entity39

Accordingly, partnerships and S corporations are required to report to the K-1 recipients certain amounts that the recipient 
must know to properly calculate their basis in the entity. Specific codes have been designated for the following.

Unfortunately, the K-1s do not always provide everything that a tax preparer needs in order to determine the 
taxpayer’s basis in the entity. The K-1 may include a basis statement as a supplement, but the preparer of the entity                    
return is not required to provide this information.

INITIAL BASIS
The initial basis of the taxpayer’s ownership interest in a partnership or S corporation is usually the amount they paid                   
for their share of the entity plus the adjusted basis in any property transferred to the entity in exchange for the 
ownership interest. However, if the investment was inherited, received as a gift, or acquired via other nontraditional 
means, the basis is determined in accordance with the general rules for those types of acquisitions.

The basis determined by reference to the individual’s situation is also known as outside basis. If the ownership 
interest was obtained from someone other than the entity itself, the outside basis may be different than the basis the 
entity associates with the individual’s ownership interest. Thus, even if the entity provides a basis statement with 
the K-1, it is necessary to verify this basis with the individual.

BASIS IN PARTNERSHIPS AND S CORPORATIONS

Note. For information about basis for individual taxpayers, see the 2019 University of Illinois Federal Tax 
Workbook, Volume A, Chapter 3: Calculating Basis.

37. IRC §§704(d) and 1366(d)(1).
38. IRC §§731, 732, and 1368(b).
39. IRC §§736, 741, and 1001(a).

Form 1065 K-1 Form 1120S K-1
Items Affecting Basis Box 18 Code Box 19 Code Box 16 Code

Tax-exempt interest A A
Other tax-exempt income B B
Nondeductible expenses paid or incurred by the entity C C a

Distributions of cash and property D
Repayment of loans from shareholders E
Distributions

Cash and marketable securities A
Distribution subject to IRC §737 B
Other property C

a Generally, under IRC §1367(a)(2)(D), the basis of the shareholder’s stock is decreased by the amount shown on this line.
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NON-DEBT ADJUSTMENTS TO BASIS40

Generally, basis is calculated similarly for an individual’s share of partnerships and S corporations. However, debt is                
treated very differently depending on the entity. This portion of the chapter covers the commonalities. Debt-related 
adjustments are covered later for each type of entity.

Increases to Basis
The following items increase basis.

1. All capital contributions made to the entity

2. The adjusted basis of all property contributed to the entity

3. All income (including tax-exempt income) reported on the K-1

4. Excess depletion 41

Decreases to Basis
The following transactions decrease basis.

1. Distributions of cash or other property made by the entity42

2. Nondeductible expenses (i.e., 50% of meals expenses)

3. Deductible losses and expenses that are individually stated on the K-1 (i.e., charitable contributions of cash 
and IRC §179 expenses) (Throughout the following examples and calculations, such costs are referred to as 
deductible losses.)

4. The amount of the individual’s deduction for depletion for oil and gas property

Distributions
Distributions are required to be shown in box 19 of partnership K-1s and box 16 of S corporation K-1s. S corporation                    
K-1s have one code (D) for all distributions. However, partnership K-1s use one of three codes to more specifically 
identify what was distributed.

40. Partner’s Instructions for Schedule K-1 (1065) and Shareholder’s Instructions for Schedule K-1 (Form 1120S).

Caution. An S corporation shareholder cannot increase their stock basis by income from nontaxable debt 
forgiveness that is excluded from income under IRC §108.41

41. IRC §108(d)(7)(C).
42. Dividend distributions reported on Form 1099-DIV, Dividends and Distributions, are not considered distributions from the entity for 

these purposes.

Note. The DPAD (§199) and the QBID (§199A) do not impact basis.

Type of Distribution Box 19 Code

Cash and marketable securities A
Distributions subject to IRC §737 B
Other property D
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Generally, distributions are not taxable. They reduce the individual’s basis in the investment. However, distributions              
from an S corporation or partnership are taxable if the distribution is in excess of the recipient’s basis in the entity. In 
addition, a partner must recognize any gain from a distribution of IRC §737 property.

For both types of entities, if noncash property was distributed, a statement must be included with the K-1 that provides 
the following information.

• The property’s fair market value (FMV) on the date of distribution

• The entity’s basis in the property immediately before the distribution

Distributions from S corporations are valued at FMV.43 If an S corporation distributes appreciated property to its 
shareholders, the difference between the FMV and the property’s basis results in a gain that is passed through to the 
shareholders.

Example 13. Connor Company Inc. (an S corporation) owns a truck that was purchased for $40,000. The truck 
has been depreciated, and its adjusted basis for tax purposes is now $5,500. The truck has an FMV of 
$17,500. Connor Company distributes the truck to its sole shareholder, Ralph. Connor Company must 
recognize an ordinary gain of $12,000 gain ($17,500 FMV – $5,500 adjusted basis). The gain is passed 
through to Ralph and has to be reported on his tax return. If the corporation sold the asset and distributed the 
cash to Ralph, the result would be the same.

In the case of a cash distribution (not from the sale of an asset held by the corporation), if the taxpayer’s basis in their 
S corporation shares is less than the amount of cash distributed, the shareholder must declare a gain equal to the excess 
of the cash distributed over the shareholder’s basis in their S corporation stock. 43 44

Note. Property is classified as IRC §737 property if the partner receiving the property previously contributed 
other property with a built-in gain to the partnership within the prior seven years. For more information on 
IRC §737 property, see Treas. Reg. §1.737-1.

Note. A taxpayer who owns an interest in an S corporation and reports a loss, receives a distribution, disposes 
of stock, or receives a loan repayment from the S corporation must attach a computation detailing their S 
corporation basis to their return. In addition, they must check the box on Schedule E, Supplemental Income 
and Loss, line 28, column (e).44

43. Instructions for Form 1120S.
44. Clarification on line 28, column (e), of Schedule E (Form 1040). Feb. 6, 2019. IRS. [www.irs.gov/forms-pubs/clarification-on-line-28-

column-e-of-schedule-e-form-1040] Accessed on Apr. 9, 2019.
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Distributions of property from partnerships are valued at the adjusted basis to the partnership immediately before               
the distribution.45 The partner’s basis in the distributed property (other than in liquidation of their interest) is the 
smaller of:

1. The partnership’s adjusted basis in the property immediately before the distribution, or

2. The adjusted basis of the individual’s partnership interest reduced by any cash distributed in the same transaction.

If the individual receives property in liquidation of their partnership interest, their basis in the distributed property is                 
equal to the adjusted basis of their partnership interest reduced by any cash distributed in the same transaction. 
However, any portion of the distribution that is attributable to the partner’s share of the partnership's unrealized 
receivable or inventory items must be taxed as ordinary income. This information may not be included with the K-1. 
The partnership is required to provide a copy of Form 8308, Report of a Sale or Exchange of Certain Partnership 
Interests, (or a written statement with the same information) to each transferee and transferor by the later of January 
31 following the end of the calendar year or 30 days after it receives notice of the exchange.46

Partner Capital Accounts
Item L in part II of a partnership K-1 shows the changes to the partner’s capital accounts for the year. The capital                     
account may be shown on a tax basis, a generally accepted accounting principles (GAAP) basis, an IRC §704(b) book 
basis, or some other basis. 47

If the capital account analysis is presented on a tax basis, the sum of the partner’s ending capital account (in item L) 
and the partner’s ending share of liabilities (in item K) should equal the partner’s basis in the partnership at the end of 
the tax year unless the partner did not acquire the partnership interest directly from the partnership.

DEBT BASIS IN PARTNERSHIPS AND S CORPORATION
There are two types of debt that may affect basis: loans to the entity by the investor and loans to the entity from 
other sources. Loans from S corporation shareholders and partners to the respective entities create basis for both                
types of investors. For shareholders, the loan basis is tracked separately from the stock basis, because repayments                
of reduced basis loans may be taxable as ordinary income or capital gain, depending on the situation.48 For 
partners, the loan basis is part of the overall basis and any distributions in excess of basis are generally treated as                    
capital gain income.49

Loans from outside sources to the entity only create basis for partners.50 The partnership is responsible for reporting 
the partner’s share of liabilities on the partner’s K-1 in part II, item K.51 The effect on basis is determined by the type 
of loan and whether the partner is a general or limited partner.52 50 51 52

45. Instructions for Form 1065.
46. IRS Pub. 541, Partnerships.

Note. IRC §704(b) book basis is used when capital accounts are adjusted for book purposes only after a 
contribution of money or other property to the partnership by a new or existing partner as consideration for an 
interest in the partnership.47

47. Treas. Reg. §1.704-1(b)(2)(iv)(f)(5).
48. Rev. Rul. 68-537, 1968-2 CB 372; Rev. Rul. 64-162, 1964-1 CB 304.
49. IRS Pub. 541, Partnerships.
50. IRC §465(b).
51. Instructions for Form 1065.
52. Ibid.
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An S corporation shareholder does not obtain debt basis from an outside loan, even by guaranteeing the loan. 
However, if a shareholder makes a payment on behalf of the S corporation on a loan in which they are a guarantor, 
then they may increase their debt basis to the extent of that payment.53

Partners and Debt Basis54

Both outside debt and loans to the partnership create basis for the partners. Each partner’s share of liabilities at the                   
beginning and end of the year must be reported in part II, item K, on the K-1s issued to the partners.

There are three types of liabilities shown on the K-1.55

1. Nonrecourse

2. Qualified nonrecourse

3. Recourse

Any increases or decreases in these liabilities also increase or decrease basis. However, only recourse and qualified 
nonrecourse debt affect the at-risk amount. At-risk basis is discussed later in the chapter. 56

S Corporation Shareholders and Debt Basis
Loans that the stockholder makes to the S corporation establish the initial loan basis. Repayments of these loans                 
reduce the loan basis. S corporations are required to report loan repayments to shareholders on the shareholders’ K-1s
in box 16 with code E. Unfortunately, S corporations are not required to report loans to the S corporation by the 
shareholder. Accordingly, taxpayers must provide this information to their tax preparers.

If the corporation passes through losses in excess of the shareholder’s stock basis, the shareholder reduces any 
remaining loan basis by the amount of those losses. Once the loan basis is reduced, future income restores the basis up 
to the amount of the outstanding loan at the beginning of the tax year. Loan basis must be restored before any net 
increase is applied to restore the basis of a shareholder’s stock in an S corporation.57

Documented Versus Undocumented Loans. Ideally, shareholders maintain adequate documentation for all the loans        
they make to an S corporation and all subsequent repayments on these loans. In practice, however, many shareholders                 
make numerous advances to an S corporation without formally documenting any of the advances as loans. They also 
receive repayments of the advances without indicating which particular loans are being repaid.

Loans made in this manner are called open-account debt.58 If the balance of these loans at the end of the corporation’s tax 
year is less than $25,000, they are treated as a single loan. This special rule makes determining the tax consequences of 
advances and repayments much simpler. However, loan repayments on reduced-basis open-account debt create ordinary 
income for the shareholder.59 In contrast, loan repayments on reduced-basis loans that are properly documented create 
capital gain income to the extent the repayments exceed the taxpayer’s basis in the loan.60 58 59 60

53. Treas. Reg. §1.1366-2(a)(2)(ii).
54. IRS Pub. 541, Partnerships.
55. Partner's Instructions for Schedule K-1 (Form 1065).

Note. Amounts loaned to the partnership by the partner are included in the recourse liability amount on the 
partner’s K-1.56

56. IRS Pub. 541, Partnerships.
57. IRC §1367(b)(2)(B).
58. Treas. Reg. §1.1367-2(a)(2).
59. Rev. Rul. 68-537, 1968-2 CB 372.
60. Rev. Rul. 64-162, 1964-1 CB 304.
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If the balance of the open-account debt exceeds $25,000 at the end of the year, the debt must be separated into its 
components and activity must be tracked separately for each loan.61

# Practitioner Planning Tip

Practitioners are encouraged to have in-depth conversations with their S corporation clients to 
determine the nature and scope of money or property shareholders contribute. Is the contribution 
truly a loan in which a bona fide debtor/lender relationship exists or is the contribution additional 
capital or open-account debt? Decisions in this area could significantly impact both corporate and 
shareholder results in a given tax year.

Repayments of Reduced-Basis Loans. As explained previously, loans made by a shareholder to an S corporation can 
be used as the basis for claiming losses and other pass-through deductions. When those loans are repaid and the basis 
has not been restored, all or part of the repayments are taxable. The taxable portion of a partial repayment is calculated 
based on the pro-rata value of the basis at the beginning of the tax year versus the total loan.62

Example 14. Paul Silver is the 100% shareholder in PDS Antiques Inc. (PDS), an S corporation. At the 
beginning of 2018, he had no basis in his stock and the corporation owed him $22,500 in open-account debt. 
The remaining basis of the debt was $7,500 at the beginning of the year.

During 2018, PDS repaid $15,000 of the loan after an upturn in business. Unfortunately, the repayment was 
premature and the company subsequently borrowed a significant amount of money from the bank to cover 
operating losses incurred later in the year. Paul did not make any additional contributions of capital nor did he 
make any additional loans to the company in 2018.

Paul’s 2018 Schedule K-1 from PDS showed ordinary losses of $3,000. The following calculation shows the
tax effect of these circumstances.

The $10,000 taxable portion was included in income on Paul’s 2018 return. Because the loans were open-
account debt, the $10,000 was taxed as ordinary income.

Paul’s adjusted basis in the loan after the repayments was $2,500 ($7,500 beginning basis − $5,000 
nontaxable payments). Of the $3,000 loss passed through from PDS, $2,500 was deducted on Paul’s 2018 
return and the remaining $500 was carried forward to 2019.

61. Treas. Reg. §1.1367-2(a)(2)(ii).
62. Treas. Reg. §1.1367-2(e), Example 7; See also Smith v. Comm’r, 424 F.2d 219 (9th Cir. 1970), aff’g 48 TC 872 (1967).

Basis at the beginning of 2018 $ 7,500
Loan balance at the beginning of 2018 ÷ 22,500
Proportion of basis to loan balance 33.33%
Loan repayments in 2018 ×15,000 $15,000
Nontaxable portion of loan repayments $ 5,000 (5,000)
Taxable portion of loan repayments $10,000

2019 Workbook

Copyrighted by the Board of Trustees of the University of Illinois. 
This information was correct when originally published. It has not been updated for any subsequent law changes.



A122 2019 Volume A — Chapter 2: Schedule K-1

Restoration of Reduced-Basis Debt. The reduction in the debt basis up to the balance of the debt at the beginning of the 
tax year is restored first, before any net increase is applied to restore the basis of a shareholder’s stock in an S 
corporation.63 Increases to the debt basis are taken into account before calculating the taxable portion of any loan                 
repayments.64

Example 15. Use the same facts as Example 14, except Paul’s 2018 Schedule K-1 showed ordinary income 
of $3,000. The following calculation shows the tax effect of these circumstances.

The $8,000 taxable portion was taxed as ordinary income on Paul’s 2018 return. Paul’s adjusted loan basis 
after the repayments was $3,500 ($10,500 adjusted basis − $7,000 nontaxable payments.) The $3,000 in
ordinary income reported on the Schedule K-1 was also included in Paul’s 2018 income.

Multiple Loans. A shareholder may make more than one formal documented loan to an S corporation. In addition, 
if the balance of open-account debt exceeds $25,000 at the end of any year, the open-account debt must be tracked as 
separate loans for all subsequent years. In this case, the losses reduce the debt basis in proportion to the shareholder’s 
basis in each debt.65

Restoration applies first to loans repaid during the year to prevent the shareholder from recognizing gain. If multiple 
debts exist, remaining income amounts are then applied to each debt in proportion to the amount that each debt was 
reduced in prior years relative to the total amount of overall reduction for all the debts.66

63. IRC §1367(b)(2)(B).
64. Treas. Reg. §1.1367-2(d)(1).
65. Treas. Reg. §§1.1367-2(d)(2)(ii) and (e), Example 1.

Note. For more information about debt basis and repayments of reduced basis debt (with examples), see the 
2016 University of Illinois Federal Tax Workbook, Volume A, Chapter 2: S Corporation Shareholder Issues. 
This can be found at uofi.tax/arc [taxschool.illinois.edu/taxbookarchive].

66. Treas. Reg. §1.1367-2(c)(2).

Basis at the beginning of 2018 $ 7,500
Plus: increases in basis from 2018 K-1 3,000
Adjusted loan basis $10,500
Loan balance at the beginning of 2018 ÷ 22,500
Proportion of basis to loan balance 46.67%
Loan repayments in 2018 × 15,000 $15,000
Nontaxable portion of loan repayments $ 7,000 (7,000)
Taxable portion of loan repayments $ 8,000

2019 Workbook

Copyrighted by the Board of Trustees of the University of Illinois. 
This information was correct when originally published. It has not been updated for any subsequent law changes.

http://uofi.tax/arc
https://taxschool.illinois.edu/taxbookarchive


2019 Volume A — Chapter 2: Schedule K-1 A123

2
S CORPORATION ORDERING RULES67

The Code establishes the order in which transactions are considered in determining the shareholder’s basis in both                
stock and loans. The Code also allows the shareholder to elect to do this calculation in a slightly different order. The                    
following is the default order.

Tier 1. Basis is increased by all capital contributions made to the corporation and all income (including tax-exempt 
income) reported on Schedule K-1. Basis is also increased by excess depletion under IRC §1367(a)(1)(C).68

Tier 2. Basis is decreased by property distributions (including cash) made by the corporation. (This does not 
include dividend distributions reported on Form 1099-DIV, Dividends and Distributions.)

Tier 3. Basis is decreased by nondeductible expenses (e.g., 50% of meals and entertainment expenses) and the 
oil and gas depletion deduction under IRC §1367(a)(2)(E).69

Tier 4. Basis is decreased by all deductible losses and expenses that are individually stated on Schedule K-1 
(i.e., charitable contributions and IRC §179 expenses). Throughout the following examples and 
calculations, this is referred to as deductible losses.

Example 16. Erik started a nightclub that he incorporated as Midnight Sun, Inc. in 2017. He made an S 
election effective as of the day of incorporation. He paid $1,000 for his shares and did not personally loan any 
money to the company. He received the Schedule K-1 on the following page from the corporation for 2017.

Erik’s yearend basis in the corporation is calculated as follows.

67. Shareholder’s Instructions for Schedule K-1 (Form 1120S).
68. Treas. Reg. §1.1367-1(f)(1).
69. Treas. Reg. §1.1367-1(f)(3).

Note. Only the shareholder’s pro rata share of the adjusted basis of noncash charitable contributions 
reduces basis. 

Stock purchase $ 1,000
Tier 1 Plus: items of income

Ordinary income (box 1) $30,000
Tax-exempt income (box 16, code A) 3,000
Total items of income $33,000 33,000

Remaining basis (stock purchase plus total income) $34,000
Tier 2 Less: distributions (box 16, code D) (15,000)

Remaining basis $19,000
Tier 3 Less: nondeductible losses (box 16, code C) (500)

Remaining basis $18,500
Tier 4 Less: deductible losses (box 12, code A) (800)

Remaining basis at the end of 2017 $17,700
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For Example 16
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Example 17. Use the same facts as Example 16. For 2018, Erik received the following Schedule K-1 from 
Midnight Sun, Inc.
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Erik’s 2018 basis is calculated as follows.

Erik included the $50,000 in ordinary income on his 2018 return, but he was not allowed to claim any of the 
deductible losses that year. He carries these expenses forward until he has sufficient basis to deduct them 
after taking into account nondeductible expenses for the current year. This is required unless he makes the 
Treas. Reg. §1.1367-1(g) election (discussed next).

Optional Ordering Election under Treas. Reg. §1.1367-1(g)
Every shareholder has the option to elect to decrease basis first by deductible losses and then by nondeductible                 
expenses (i.e., decrease basis for Tier 4 items prior to decreasing basis for Tier 3 items). This election applies to both
stock basis and loan basis. 70

If the taxpayer’s basis is limited, making this election may allow them to claim deductions earlier than they could 
without making the election. Once made, the election is irrevocable except with IRS consent. To make the election, 
the taxpayer must attach a statement to their timely filed original or amended return that:

1. Identifies the corporation,

2. States that the taxpayer is making the special ordering election under Treas. Reg. §1.1367-1(g), and

3. Agrees to the carryover rules under the regulation.

Note. At first glance, making this election seems to be an easy decision. However, under the default method, the 
nondeductible losses do not carry forward to reduce basis in future years. Under the optional method, 
nondeductible losses in excess of basis do carry forward to reduce basis in future years.70 Accordingly, more basis 
is preserved over the long run when the default method is used.

70. Treas. Reg. §1.1367-1(g).

Carryforward basis from 2017 $17,700
Tier 1 Plus: items of income

Ordinary income (box 1) 50,000 a

Remaining basis (carryforward basis plus total items of income) $67,700
Tier 2 Less: distributions (box 16, code D) (65,700)

Remaining basis $ 2,000 b

Tier 3 Less: nondeductible losses (box 16, code C) (5,000)
Negative subtotal = nondeductible expenses in excess of basis ($ 3,000) c

Nondeductible expenses do not carry forward to future years 3,000
Remaining basis $ 0

Tier 4 Less: deductible losses (box 12, code A) (6,000)
Negative subtotal = deductible losses in excess of basis ($ 6,000)
Deductible losses carried forward to future years 6,000
Remaining basis at the end of 2018 $ 0

a Taxable income
b All distributions absorbed by basis
c $2,000 nondeductible expenses absorbed
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Example 18. Use the same facts as Example 17, except Erik makes the election under Treas. Reg. §1.1367-
1(g) to reduce basis by deductible losses before nondeductible expenses. This changes his calculation of basis 
to the following.

Erik included the $50,000 in ordinary income on his 2018 return. He claimed $2,000 of the deductible losses 
and carried forward the remaining $4,000. He carries these expenses forward until he has sufficient basis to 
deduct them. He also carries forward the $5,000 of nondeductible expenses.

A MAP OF THE S CORPORATION K-1 TO BASIS WORKSHEET
Capital infusions and loans to the corporation are not reported on Schedule K-1. Even if the preparer of the corporate                   
tax return provides basis information, the preparer of the shareholder’s personal return should make inquiries to 
determine that the basis information is correct.

The following chart is provided to assist practitioners who use software that does not categorize all Schedule K-1 
entries into basis tiers. It shows which basis tiers apply to entries on Schedule K-1.

Tier 1. Items of Income

• Ordinary income

• Net rental income

• Interest income (taxable and tax-exempt)

• Dividends (taxable and tax-exempt)

• Capital gains

• Royalty income

• Net §1231 gains

• Nontaxable municipal interest income

• Any other income shown on the K-1

• The excess of the deductions for depletion over the basis of the property subject to depletion (except for 
oil and gas properties)71

Note. Not all tax software has the option to indicate that the taxpayer made the Treas. Reg. §1.1367-1(g) 
election. When the taxpayer has insufficient basis, it may be necessary to manually adjust the data input of 
the Schedule K-1.

Remaining basis after Tier 2 adjustments $ 2,000 a

Optional Tier 3 Less: deductible losses (box 12, code A) (6,000)
Negative subtotal = deductible losses in excess of basis ($ 4,000) b

Deductible losses carried forward to future years 4,000
Remaining basis $ 0

Optional Tier 4 Less: nondeductible expenses (box 16, code C) (5,000)
Negative subtotal = nondeductible expenses in excess of basis ($ 5,000)
Nondeductible expenses carried forward to future years 5,000
Remaining basis at the end of 2018 $ 0

a See Example 16
b $2,000 deduction on 1040
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Tier 2. Distributions

Tier 3. Nondeductible Expenses (Optional Tier 4 if special ordering election made)

• Disallowed meals and entertainment

• Expenses related to tax-exempt income

• Life insurance premiums

• Timing difference of transactions between accrual-basis corporations and cash-basis shareholders (This
can be a positive or negative adjustment.)

• The depletion deduction for any oil and gas property held by the corporation, but only to the extent the 
shareholder’s portion of the property's adjusted basis exceeds that deduction

Tier 4. Deductible Losses and Other Expenses (Optional Tier 3 if special ordering election made)

• Ordinary losses

• Net rental losses

• Capital losses

• Net §1231 losses

• §179 deduction

• Charitable contributions

• Investment expenses

• Investment interest expense

• Depletion for any oil and gas property held by the S corporation to the extent the deduction does not exceed 
the proportionate share of the adjusted basis of the property allocated to the shareholder72

The following Schedule K-1 shows which tiers apply to various entries for income and expenses. The tier numbers 
shown in parentheses apply to negative entries. A worksheet is also provided to assist the preparer in calculating basis.

71. IRC §1367(a)(1)(C).
72. IRC §1367(a)(2)(E).

Note. A separate worksheet should be maintained using the alternative minimum tax (AMT) adjustments in 
box 15 to track the shareholder's basis for AMT purposes.
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S Corporation Stockholder Basis Carryforward
Optional Ordering Election Not Made

Stock Basis Loan Basis

Basis at beginning of year

Plus: additional contributions during year

Plus: Tier 1 income and gains from K-1 box: a

1

2

3

4

5a

6

7

8a

9

10 Code A

10 Code B

10 Code C

10 Code D

10 Code E

16 Code A

16 Code B

17 Code K

17 Code L

Income subtotal

Income items added to basis b

Subtotal 1

Less: Tier 2 payments received 16 Code D 16 Code E

Less: Tier 2 backup withholding 13 Code O

Subtotal 2 c

Total: larger of subtotal 2 or $0 d

a Negative entries on the K-1 go to Tier 4.
b Amount up to reduced basis debt existing at beginning of year should be entered in Loan Basis column, with any remainder entered in Stock Basis

column.
c If subtotal 2 is negative, the taxpayer must recognize income.
d Basis cannot be negative.
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S Corporation Stockholder Basis Carryforward

Optional Ordering Election Not Made (Continued)

Stock Basis Loan Basis Carryforwards

Total from page 1

Less: Tier 3 nondeductible expenses:

Prior year carryforward

16 Code C

Tier 3 subtotal

Subtotal 3 a

Larger of Subtotal 3 or $0

Less: Tier 4 deductible expenses and losses:

Prior year carryforward

K-1 box:

1

2

3

7

8a

9

10 Code A

10 Code B

10 Code C

10 Code D

10 Code E

11

12 Codes A through O, S

17 Code R

Tier 4 subtotal

Subtotal 4 b

Larger of Subtotal 4 or $0
a Enter tier 3 subtotal in Stock Basis column to the extent that stock basis after subtracting tier 2 expenses is positive.
b Enter tier 4 subtotal in Stock Basis column to the extent that stock basis after subtracting tier 3 expenses is positive. If this subtotal is negative, the Tier

4 expenses carry forward to the next year.
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The IRS prepared a series of worksheets to assist taxpayers in calculating their S corporation stock basis and loan 
basis. They are available in the Shareholder’s Instructions for Schedule K-1 (1120S). These are in a different format 
and more extensive than the tools presented above. Excerpts from the instructions follow.
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A MAP OF THE PARTNERSHIP K-1 TO BASIS WORKSHEET
Adjustments to a partner’s basis do not involve tiers as adjustments to the S corporation shareholder’s basis do. The IRS 
provides a worksheet in the Partner’s Instructions for Schedule K-1 (1065). The following K-1 shows how the entries are                  
mapped to the IRS’s “Worksheet for Adjusting the Basis of a Partner's Interest in the Partnership” (the Worksheet), which 
follows the K-1. Notes that explain many of the entries on the Schedule K-1 and the worksheet are also provided.
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The following notes explain the entries on the Schedule K-1 and the worksheet for adjusting the basis of a partner’s 
interest in the partnership.

Note A. Money and adjusted basis in property contributed to the partnership less the associated liabilities
Item L in part II of the K-1 shows capital contributed during the year. If item L is presented on the tax basis, this 
amount may be used for line 2 of the worksheet. If item L is not presented on the tax basis, the practitioner will need 
to know the partner’s tax basis in any property contributed to the partnership during the year and the associated 
liabilities assumed by the partnership at that time.

Note B. Increases and decreases to partnership liabilities and debt assumptions
Item K in part II of the K-1 shows the beginning and ending values of the partner’s share of partnership debt for the tax 
year. (All three types of debt—nonrecourse, qualified nonrecourse, and recourse — are included in basis, but all three 
are not included in the at-risk amount as discussed later in the chapter.)
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2# Practitioner Planning Tip

Although all three types of debt are included in basis, a limited partner or limited liability member 
may not receive a Schedule K-1 showing all three types of debt. In practice, debt allocations may 
be made on the basis of whether a partner has any liability for a particular type of debt. For 
example, limited partners and limited liability members generally have no liability for recourse 
debt and are not allocated any recourse debt. Practitioners should review the debt allocations in 
light of the individual partner’s status to determine if there should be a basis or at-risk basis 
adjustment for the liabilities being reported.

The change in the partner’s share of liabilities may be calculated by using the following formula.

If the net change is a positive number, it is included in line 3 of the worksheet. If the net change is a negative number, 
it is included in line 8 of the worksheet.

Only liabilities that are completely assumed by the other party should be included in line 3 or line 8 of the worksheet. 
If the partner assumes a liability of the partnership, the partnership should remove the liability from their books so that 
the balance no longer is included in any partner’s share of liabilities at the end of the year. If the partnership assumes 
a liability of the partner, the partner has been relieved of a personal debt and is only liable for their share of the liability 
based on the partnership agreement at the end of the year.

Practitioners should be careful not to include any assumptions of liabilities that are already accounted for in other 
adjustments. For example, only equity in property contributed to the partnership is added to basis (Note A); therefore, 
the assumption of the related liability has already been included in the basis adjustment.

Note C. Income items less interest attributable to clean renewable energy bonds
The income included on line 4 of the worksheet is comprised of all the positive amounts tied to line 4 as shown on the 
K-1 “Map to Basis Worksheet.” In addition, any adjustment for interest income from clean renewable energy bonds is 
reported separately as a supplement to the K-1. Code AH in box 20 should indicate that the information is attached. 
See IRC §54 and IRS Notice 2007-26 for more information about this adjustment.

Note D. Gain on contributed property
Only the adjusted tax basis of property at the time of transfer is included in increases to basis. However, if a partner 
must recognize gain from transferring property to the partnership, the taxable gain increases the amount of basis that 
the partner has contributed to the partnership. This adjustment allows the partner to avoid double taxation on the gain.

Note E. Depletion
The Code has several provisions allowing various methods for calculating the deductible expense attributable to the 
depletion of natural resources. These methods are contained in IRC §§611 through 613A and the associated 
regulations. The partnership must provide to each partner the information they need to calculate depletion. 
Calculation of depletion and the related adjustments are outside the scope of this chapter.

Ending share of liabilities
− Beginning share of liabilities

Net change in the share of liabilities
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Note F. Distributions
Extensive information on distributions is included elsewhere in the chapter. If the distribution of property has already 
been included in the partner’s income (e.g., as part of guaranteed payments), it should not be included again on this 
line.

Note G. Charitable property and foreign taxes paid or accrued
The information necessary to make the adjustments on line 12 of the worksheet should be reported by the partnership 
in supplemental information included with the K-1. Code AH in box 20 of the K-1 is used to indicate that some 
supplemental information is available.

Note H. Nondeductible expenses
The nondeductible expenses paid or incurred by the partnership are not deductible on the individual’s return. The 
individual must decrease the adjusted basis of their interest in the partnership by this amount.

Three different sets of rules may limit the amount of losses deductible by an investor in a pass-through entity. These 
limitations, in the order in which they are applied, are as follows. Note that the same at-risk rules and passive activity                    
rules apply to investors in both partnerships and S corporations.

1. The basis limitations (IRC §704(d) for partners and IRC §1366(d) for S corporation shareholders)

2. The at-risk rules under IRC §465

3. The passive activity loss rules under IRC §469

Although basis is calculated differently for each type of entity, individuals may not deduct losses in excess of their basis in 
either type of entity. The mechanics of calculating basis for each entity type are discussed earlier in the chapter.

AT-RISK RULES73

The at-risk rules apply to any trade or business or income-producing activity. Under the at-risk rules, a taxpayer can                  
only claim a loss up to the amount for which they are at risk. Taxpayers are at risk for the following.

1. The amount of money plus the adjusted basis of property contributed to the entity

2. The amounts the individual borrowed for use in the entity’s activity as long as the individual either:

a. Is personally liable for repayment, or

b. Has pledged property as security for the debt

THE THREE LOSS LIMITATIONS

Note. For more information on these topics and comprehensive examples, see the 2016 University of Illinois 
Federal Tax Workbook, Volume A, Chapter 2: S Corporation Shareholder Issues and the 2017 University of 
Illinois Federal Tax Workbook, Volume B, Chapter 4: Partner Issues. These can be found at uofi.tax/arc
[taxschool.illinois.edu/taxbookarchive].

73. IRC §465.
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Example 19. Charlie has an interest in a partnership. She contributed various assets with a $40,000 FMV and 
a cost basis of $30,000 to the partnership, plus $80,000 cash. Of this cash contribution, $70,000 was a bank 
loan guaranteed by Charlie’s mother. Because Charlie’s debt had a guarantee, it does not provide her with 
basis under the at-risk rules. Charlie’s initial at-risk amount is calculated as follows.

In applying the at-risk rules: 74

...substance will prevail over form. Regardless of the form a transaction may take, the taxpayer’s amount at risk
will not be increased if the transaction is inconsistent with normal commercial practices or is, in essence, a
device to avoid [the at-risk rules of] section 465.74

Generally, transactions that add to the basis also add to the amount of financial risk investors bear from their 
investment in the entity. However, if the individual does not bear any true economic risk, the transaction is disregarded 
under the at-risk rules. One example of this is shares purchased with borrowed funds when the shares are used as 
collateral for the loan.75 Money borrowed from someone who also holds an interest in the entity’s profits or equity 
does not qualify as an amount at risk for the investor who uses the loan to purchase the ownership interest.76

Certain debts do not increase the at-risk amount.77 In most cases, nonrecourse debts or debts with a guarantee or stop-
loss provision are not considered to place the investor in additional risk.78

However, the rules for money loaned to an entity are less stringent than those for money used to buy into the entity. 
For debt purposes, the amount at risk can include loans the individual made to the company even if the funds were 
borrowed from another investor in the same entity.79

At-Risk Rules for Partners’ Shares of Partnership Liabilities
As discussed earlier, there are three types of liabilities shown on a K-1 issued by a partnership.

1. Nonrecourse

2. Qualified nonrecourse

3. Recourse

Only recourse and qualified nonrecourse debt affect the at-risk amount. A recourse liability is any obligation 
to the extent that any partner or a related person has an economic risk of loss for that liability.80 Qualified 
nonrecourse financing is debt secured by real property used in an activity of holding real property and is treated as 
an amount at risk.

74. Prop. Treas. Reg. §1.465-1(b).
75. IRS Pub. 925, Passive Activity and At-Risk Rules.
76. Treas. Regs. §§1.465-8(a) and 1.465-20(a).
77. IRC §465(b)(3).
78. IRC §465(b)(4).
79. IRS Pub. 925, Passive Activity and At-Risk Rules.
80. Treas. Reg. §1.752-2(a).

Asset Type At-Risk

Cash $10,000
Asset basis 30,000
Qualifying debt 0
Total basis under at-risk rules $40,000

2019 Workbook

Copyrighted by the Board of Trustees of the University of Illinois. 
This information was correct when originally published. It has not been updated for any subsequent law changes.



A142 2019 Volume A — Chapter 2: Schedule K-1

The partner’s share of any net increase in recourse and qualified nonrecourse debt for the year increases the partner’s 
at-risk amount. Likewise, decreases in the net liabilities decrease the at-risk amount.

Limited Partner. A limited partner generally has no obligation to contribute additional capital to the partnership and 
therefore does not have an economic risk of loss in partnership recourse liabilities. Thus, absent some other factor 
such as the guarantee of a partnership liability by the limited partner or the limited partner making the loan to the 
partnership, a limited partner generally does not have a share of partnership recourse liabilities.81

Adjustment to the At-Risk Amount
Each investor’s at-risk amount is adjusted annually. The appropriate time to calculate the at-risk amount is at the end 
of the entity’s tax year.82

The at-risk amount is increased by the additional amount of money or property basis and qualified debt contributed to the 
business. At-risk basis is also increased by the investor’s share of the entity’s income. It is reduced by losses allowed and 
by the amount of distributions made. The at-risk amount is also reduced if previously qualifying debt subsequently 
becomes unqualified. This could occur if someone else guarantees the debt or if the debt becomes nonrecourse. 
Conversely, when debt that previously did not qualify as at-risk becomes qualified, the debt increases basis.83

Example 20. Use the same facts as Example 19. After Charlie’s initial investment, she received her first K-1 
from the partnership. The K-1 reported ordinary income of $15,000 and distributions of $14,000. Charlie’s 
at-risk amount at the end of the partnership’s tax year is increased by the $15,000 of income and deceased by 
the $14,000 of distributions. This net difference of $1,000 is added to her initial at-risk amount of $40,000 for 
a new total of $41,000.

The at-risk rules are similar to the basis rules. Losses limited under both rules are carried forward until the 
taxpayer has sufficient basis to claim the deferred losses.84 However, the manner in which the amounts of allowed 
losses are determined is different when multiple categories of losses are subject to the limitations. 84

• For basis purposes, deductible items and nondeductible losses from an S corporation are considered 
separately under their own tiers. When basis limitations apply, each tier absorbs basis until the next is 
considered. (See the “S Corporation Ordering Rules” section earlier in the chapter.)

• When at-risk limitations apply, the excess is prorated between deductible and nondeductible items.85

The following examples illustrate the differences between the basis and at-risk limitations.

Note. For more information on the effect of partnership liabilities, including rules for limited partners and 
examples, see Treas. Regs. §§1.752-1 through 1.752-5.

81. IRS Pub. 541, Partnerships.
82. Prop. Treas. Reg. §1.465-1(a).
83. IRS Pub. 925, Passive Activity and At-Risk Rules.

Note. Form 6198, At-Risk Limitations, is used to calculate the amounts at risk and determine the amount of 
deductible losses for the current tax year.

84. Ibid.
85. IRS Pub. 925, Passive Activity and At-Risk Rules.
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Example 21. In 2018, Debby purchased stock in CSZ Inc., an S corporation, for $10,000. The funds used for 
the purchase came from her savings, so they qualify for both basis and at-risk purposes. The 2018 K-1 Debby 
received showed an ordinary loss of $18,500 in box 1 and nondeductible expenses of $1,500 in box 16, code 
C (“nondeductible expenses”). Debby previously made a Treas. Reg. §1.1367-1(g) election to consider 
deductible losses prior to nondeductible expenses. She had not made any loans to the corporation.

For basis purposes, Debby’s deductible loss is calculated as follows. She is allowed to deduct $9,250 of 
ordinary losses on her 2018 return. Although she qualifies to deduct $10,000 under the basis rules, her 
deduction is limited to $9,250 under the at-risk rules.

Calculation of Debby’s loss as limited by basis:

Calculation of Debby’s loss as limited by the at-risk rules:

Additions to basis (stock purchase) $10,000
Tier 1 Items of income 0
Tier 2 Distributions 0
Optional Tier 3 Less: deductible losses (18,500)

Negative subtotal = deductible losses in excess of basis ($ 8,500) a

Deductible losses carried forward to future years 8,500
Remaining basis before consideration of nondeductible expenses $ 0

Optional Tier 4 Less: nondeductible expenses/losses (1,500)
Negative subtotal = nondeductible expenses in excess of basis ($ 1,500)
Nondeductible expenses carried forward to future years 1,500
Remaining basis at the end of 2018 $ 0

a $10,000 allowed

Deductible Nondeductible Total

Expenses/losses from K-1 $18,500 $1,500 $20,000
Total at risk $10,000 $10,000 $10,000
Percentage of total × 92.5% × 7.5% × 100%
At-risk expenses allowed in 2018 $ 9,250 (9,250) $ 750 (750) $10,000 (10,000)
K-1 expenses carried forward $ 9,250 $ 750 $10,000
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Example 22. In 2018, Juan purchased stock in WC Contractors Inc., an S corporation, for $20,000. Half of the 
funds used for the purchase came from his savings, and the other half came from his father, who owns the rest 
of the shares of the corporation. The 2018 K-1 Juan received shows an ordinary loss of $18,500 in box 1 and 
nondeductible expenses of $1,500 in box 16 (code C).

Juan’s $20,000 investment established sufficient basis to allow the full $18,500 of ordinary loss and absorb 
the $1,500 in nondeductible expenses. However, only the $10,000 from Juan’s savings qualified for at-risk 
purposes. The amount of deductible and nondeductible losses was prorated as follows.

Even though Juan’s initial basis was $20,000, he was only allowed to deduct $9,250 of the deductible losses 
on his 2018 return because of the at-risk limitation. The $750 of nondeductible expenses reduced his amount 
at risk to $0. The remaining $9,250 of deductible losses and $750 of nondeductible expenses were carried 
forward to his 2019 return.

Juan filed the following Form 6198 with his 2018 return.

Deductible Nondeductible Total

Expenses/losses from K-1 $18,500 $1,500 $20,000
Total at risk $10,000 $10,000 $10,000
Percentage of total × 92.5% × 7.5% × 100%
At-risk expenses allowed in 2018 $ 9,250 (9,250) $ 750 (750) $10,000 (10,000)
K-1 expenses carried forward $ 9,250 $ 750 $10,000
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For Example 22
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At-Risk Recapture
When an individual’s at-risk amount in their partnership or S corporation investment has a net decrease for the tax 
year, they must recapture at least a portion of the losses previously allowed. This is accomplished by increasing the 
year’s income from the entity by the lesser of:86

• The negative at-risk amount (expressed as a positive income amount), or

• The total amount of losses deducted in previous tax years minus any amounts previously added to income 
under this recapture rule.

The recapture amount that must be recognized in the tax year is not used to offset a net loss that exists from the 
activity for that year. However, the recaptured amount can be deducted from the income from that activity in a 
subsequent year.87

Example 23. Frank purchased his interest in a partnership in part with a bank loan. In 2018, his mother 
guaranteed the loan with the bank. The loan balance was $70,000 at the end of the year. For 2018, Frank’s 
share of the partnership loss was $5,000, which was reported as a negative amount in box 1 of the K-1. 
Frank’s initial basis was $110,000, and he claimed the following losses in prior years.

Frank’s basis under the at-risk rules at the end of 2018 is as follows.

Frank’s basis is negative at the end of the year. This triggers recapture of at least part of the $80,000 of losses 
he claimed in prior years. The amount to recapture is the lesser of the following amounts.

• The negative at-risk amount ($40,000, expressed as a positive number)

• The total amount of losses deducted in previous tax years ($80,000 – $0 amount previously added to 
income under the recapture rule)

Therefore, the amount recaptured is $40,000. Frank must report an additional $40,000 of ordinary income for 
2018. The recaptured $40,000 becomes a suspended carryforward loss for Frank. The $5,000 loss for 2018 is 
added to the $40,000 suspended loss that carries forward to 2019 and future years. The $45,000 total can be 
used to offset future basis increases.

86. IRS Pub. 925, Passive Activity and At-Risk Rules.
87. IRC §465(e)(1)(B).

Initial basis $110,000
2016 loss claimed ($40,000)
2017 loss claimed (40,000)
Total prior year losses ($80,000) (80,000)
2018 beginning basis $ 30,000

2018 beginning amount at-risk $30,000
Reduction in at-risk amount due to debt guarantee (70,000)
2018 ending at-risk basis ($40,000)
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At-Risk Aggregation Rules
When a business entity engages in more than one type of business activity, special rules determine which activities 
must be looked at separately and when they can be aggregated. Generally, activities involving the following must be 
treated separately.88

• Film or video tape

• Leased personal property (IRC §1245 property)

• Farming

• Oil and gas property

• Geothermal property

The at-risk rules apply separately to each film, each item of leased property, and each farming activity.89 However, the 
following exceptions to this general rule apply to partnerships and S corporations.

• All activity involving the leasing of personal property (§1245 property) must be aggregated into one single activity.90

• All at-risk activities constituting a trade or business can be aggregated into one activity if the taxpayer 
actively participates in the management of the business or at least 65% of the losses for the tax year are 
allocable to persons who actively participate in the management of the business.91

Active participation is defined differently than material participation. Indicators of active participation include when 
the investor:

• Makes operational or management decisions for the business,

• Performs services for the business, and

• Makes hiring and firing decisions for the business.

Conversely, the absence of management control, the ability to terminate only a top manager, and using independent 
contractors rather than employees denotes that the investor does not actively participate.92

88. IRC §465(c)(1).
89. IRC §465(c)(2)(A). 
90. IRC §§465(c)(2)(B) and (c)(2)(B)(i).
91. IRC §465(c)(3)(B).

Note. The aggregation rules explain why many publicly traded partnerships, especially the oil and gas 
ventures, issue K-1s with supplemental statements showing the amounts attributable to several activities.

92. Managing S Corporation At-Risk Loss Limitations. Murphy, Elizabeth. Jan. 31, 2010. Journal of Accountancy. [www.journalofaccountancy. 
com/issues/2010/feb/20092074.html] Accessed on Apr. 5, 2019.
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PASSIVE ACTIVITY LOSS RULES93

The third hurdle that an investor must overcome to deduct losses passed through from an S corporation or partnership 
is the passive activity loss (PAL) rules. As with the general basis rules and the at-risk rules, the investor’s ability to                    
deduct a loss may be limited by the PAL rules.94

In general, under the passive loss rules, a loss or credit from a passive activity may only be used to the extent the 
taxpayer has income from a passive activity. If passive activity losses exceed a taxpayer’s passive activity income, 
the losses are suspended until the taxpayer has sufficient income from the activity giving rise to the passive loss or 
from some other passive activity. The losses also cease to be suspended when the taxpayer disposes of the entire 
interest in the activity in a fully taxable transaction.95

Material Participation
As an initial rule, when the investor does not materially participate in the entity’s business,96 or if the entity is in the 
business of real estate rental,97 the PAL rules apply. Material participation is generally defined as regular, 
continuous, and substantial involvement in the operations of the business activity by the individual.98 However, the 
individual is considered to materially participate if any of the following apply during the year.99 97 98 99

1. The individual participates in the activity for more than 500 hours.

2. The individual’s participation in the activity constitutes substantially all the participation in the activity by all 
individuals (including nonshareholders/nonpartners).

3. The individual participates in the activity for more than 100 hours, and no other individual participates in the 
activity more than the individual.

4. The activity is a significant participation activity, and the individual’s aggregate participation in all 
significant participation activities exceeds 500 hours.

5. The individual materially participated in the activity for any five of the preceding 10 tax years (not 
necessarily consecutive).

6. The activity is a personal service activity,100 and the individual materially participated in any three preceding 
tax years (not necessarily consecutive).

7. Based on the facts and circumstances, the individual participates on a regular, continuous, and substantial basis.101

Note. For more information about material participation, grouping, and other passive activity rules, see the 2014
University of Illinois Federal Tax Workbook, Volume B, Chapter 4: Passive Activities. This can be found at 
uofi.tax/arc [taxschool.illinois.edu/taxbookarchive].

93. IRC §469.
94. IRC §469(a).
95. Instructions for Form 8582.
96. IRC §469(c)(1)(B).
97. IRC §469(c)(2).
98. IRC §469(h)(1).
99. Temp. Treas. Reg. §1.469-5T(a).
100. Defined in Temp. Treas. Reg. §1.469-5T(d).
101. See also Gregg v. U.S., 186 F.Supp.2d 1123 (D. Or. 2001).
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Rental Real Estate
The general rule classifying real estate rental as passive is accompanied by two ancillary rules relating to real estate.                  
First, real estate activity is not classified as passive income when the investor is a real estate professional.102 102

Second, even when the real estate rental is considered passive, taxpayers may be allowed to deduct up to $25,000 of 
rental losses against other active income if they actively participated in the real estate activity.103 However, this 
amount is reduced if the taxpayer’s adjusted gross income exceeds $100,000.104 Different rules apply to married 
taxpayers filing separate returns.105 Disallowed rental losses carry forward to future years.106

Activities that are sufficiently related may be grouped so that a taxpayer meets the participation requirements for the 
grouped activities even if the participation requirements are not met for any particular activity by itself.107

# Practitioner Planning Tip

When a client receives a final K-1, practitioners are advised to look for previously disallowed losses 
that may be permitted in the year of disposition.

Limited Partners
Limited partners do not qualify as materially participating in their partnership’s activities except as allowed under the                
regulations.108 The same restriction applies to the active participation tests for rental real estate activities.109

The regulations provide an exception for a limited partner who satisfies test 1, 5, or 6 (listed earlier) for material 
participation.110 In addition, these regulations provide that if a limited partner is also a general partner, the limited 
partnership interest is treated as a general partnership interest.111

It was initially the IRS’s position that because of their limited liability under state law, members of LLCs and LLPs 
(limited liability partnerships) were limited partners for purposes of determining material participation. However, 
both the Tax Court and the Court of Federal Claims have held that LLC and LLP members’ interests are not IRC 
§469(h)(2) limited partnership interests subject to the more stringent test for material participation under the passive 
activity rules. This is because both LLC members and LLP partners can be treated as general partners under state 
laws.112 Members of LLCs and LLPs are therefore entitled to use all seven material participation tests.

102. IRC §469(c)(7).
103. IRC §469(i).
104. IRC §469(i)(3)(A).
105. IRC §469(i)(5).
106. IRC §469(b).

Note. Any losses suspended under the passive loss rules should be listed on Form 8582, Passive Activity 
Loss Limitations.

107. Treas. Reg. §1.469-4.
108. IRC §469(h)(2).
109. IRC §469(i)(6)(C).
110. Temp. Treas. Reg. §1.469-5T(e)(2).
111. Temp. Treas. Reg. §1.469-5T(e)(3)(ii).
112. Thompson v. U.S., 87 Fed. Cl. 728 (Fed. Cl. 2009); Garnett v. Comm’r, 132 TC No. 19 (2009).
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K-1 (FORM 1065), BOX 14113

A general partner is subject to SE tax on profits passed through from the partnership and on guaranteed payments                  
received from the partnership. Box 14 shows the unadjusted amount of net income subject to SE tax and other 
amounts that a taxpayer needs to know if they choose to use the farm or nonfarm optional methods to calculate their 
SE tax.

Box 14, code A indicates the partner’s portion of net earnings subject to SE tax plus the guaranteed payments received 
by the partner. The partner should adjust this amount by any separately stated items from the K-1 that affect their net 
taxable earnings subject to SE tax. Only the portion of the separately stated item claimed on the individual partner’s 
return should be included in the adjustment.

Example 24. Use the same facts as Example 4. Box 14, code A of Joe’s K-1 shows the combined total of his 
share of partnership loss and the guaranteed payments he received in 2018 ($44,000 guaranteed payments – 
$15,000 ordinary loss = $29,000). Joe was able to deduct the full $8,000 of the IRC §179 deduction claimed 
by the partnership, so his net SE income was $21,000 for 2018.

Box 14, code B indicates the partner’s portion of gross farming and fishing income from activities subject to SE tax 
and may allow the taxpayer to qualify as a farmer for estimated tax purposes. Individual partners need this amount to 
calculate net earnings from self-employment under the farm optional method in section B, part II of Schedule SE, 
Self-Employment Tax.

Box 14, code C indicates the partner’s portion of gross nonfarm income from activities subject to SE tax. Individual 
partners need this amount to calculate net earnings from self-employment under the nonfarm optional method in 
section B, part II of Schedule SE.

The optional methods of calculating SE earnings may be used by taxpayers who want credit towards their social 
security coverage even though they have a loss or a small amount of SE income. A worker can use the optional 
method if their net income from nonfarm self-employment is less than $5,717 and also less than 72.189% of their 
gross nonfarm income. In addition, they must have net earnings from self-employment of at least $400 in two of the 
last three years.114

The farm optional method may be used if either gross income from farm self-employment was $7,920 or less or net 
farm profits were less than $5,717.115 Additional requirements for the nonfarm optional method can be found in the 
instructions for Schedule SE.

SELECT PARTNER ISSUES

113. Instructions for Form 1065.

Note. The amounts reported under codes B and C are not included on the individual’s tax return, but are 
necessary to determine if a taxpayer qualifies for the optional methods. The amounts may also be useful in 
determining if a taxpayer meets certain gross income tests for Code provisions applicable only to taxpayers 
who qualify as farmers. For example, farmers qualify for special provisions regarding the payment of 
estimated income taxes.

114. If You Are Self-Employed. 2019. Social Security Administration. [www.ssa.gov/pubs/EN-05-10022.pdf] Accessed on Apr. 5, 2019.
115. Ibid.
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UNREIMBURSED PARTNERSHIP EXPENSES
A partner may incur out-of-pocket expenses related to a partnership. The partner may only deduct these expenses                
from gross income when the partnership agreement requires the partner to pay such expenses.116 Unreimbursed 
expenses are deducted in part II of Schedule E, Supplemental Income and Loss.117

The total deductible expenses are listed separately from other amounts from the partnership and identified using code 
“UPE.”118 If the unreimbursed expenses are from the active conduct of a trade or business, then these expenses also 
reduce SE income.119 UPE may also reduce any QBI from the partnership. 120 121

Example 25. Tara is a partner in 4U Consultants, Ltd. According to the terms of the partnership agreement, 
each partner must pay for their own out-of-pocket mileage expenses. For 2018, Tara received a K-1 from the 
partnership. The following information was included.

Tara drove 100,000 documented, verifiable business miles in 2018 on behalf of the partnership. Her 2018 
mileage deduction was $54,500 ($0.545122 × 100,000). She reports mileage and information about the 
vehicle on page 2 of Form 4562, Depreciation and Amortization, and the corresponding deduction on page 
2 of Schedule E. Only the net SE income of $65,500 ($120,000 – $54,500) is subject to SE tax. The IRS 
has not given any specific instructions on if or how to adjust the QBI reported by the partnership for UPE 
or for the deduction for half of SE taxes when claiming UPE. However, the IRS does specify that QBI from 
the partnership includes only the net ordinary income and not the guaranteed payments. Accordingly, Tara 
chose to allocate the UPE and deduction for SE taxes proportionately between the net ordinary income and 
guaranteed payments to determine her QBI.

Tara’s total earnings from the partnership was $120,000. QBI from the partnership includes only the net ordinary 
income and not the guaranteed payments. After allocating SE taxes and UPE, Tara’s QBI is $20,291.

116. See, e.g., Johnson v. Comm’r, TC Memo 1984-598 (Nov. 19, 1984).
117. Instructions for Schedule E.
118. Ibid.

Note. It is the IRS’s position that generally all deductions attributable to a trade or business should be taken 
into account when calculating QBI. The final IRC §199A regulations specify that the deduction for 50% of 
SE tax is considered a deduction attributable to a trade or business.120 Unfortunately, the final §199A 
regulations decline to address whether deductions for unreimbursed partnership expenses, the interest 
expense to acquire partnership and S corporation interests, and state and local taxes are attributable to a trade 
or business.121 Therefore, tax practitioners will need to make this determination.

119. See IRS Pub. 587, Business Use of Your Home.
120. Treas. Reg. §1.199A-3(b)(1)(vi).
121. TD 9847, 2019-09 IRB 670, 681.
122. IRS Notice 2018-3, 2018-2 IRB 285.

Ordinary business income (box 1) $ 40,000

Guaranteed payments (box 4) 80,000

Net earnings subject to SE tax (box 14, code A) 120,000

QBI (box 20, code Z) 40,000

Unadjusted QBI is 1/3 of total earnings ($40,000 ÷ $120,000) $40,000
Less: 1/3 of the UPE of $54,500 (18,167)
Less: 1/3 of the deduction for SE taxes of $4,627 (1,542)
QBI from the partnership $20,291
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Each type of K-1 has a box labeled only as “other information.” The box number for each type of K-1 is as follows.

Following is a brief explanation of each code used in these “other information” boxes.

Information Reported on Both S Corporation and Partnership K-1s
Investment Income (Code A). This amount is used in determining net investment income when calculating the           
allowable deduction for interest expense attributable to investment income. It is reported on line 4a of Form 4952, 
Investment Interest Expense Deduction.

Investment Expenses (Code B). This amount is also used in determining net investment income when calculating the 
allowable deduction for interest expense attributable to investment income. It is reported on line 5 of Form 4952.

Qualified Rehabilitation Expenditures (Other than Rental Real Estate) (1120S code C; 1065 code D). This is the amount 
of qualified rehabilitation expenditures used to calculate rehabilitation investment credits on Form 3468, Investment             
Credit, for property that is not related to rental real estate activities. It may be combined with rehabilitation                 
expenditures specifically related to rental real estate that are reported in other boxes on the K-1. The expenditures 
related to rental real estate activities (1120S K-1 box 13, code E and 1065 K-1 box 15, code E) are reported separately 
from other qualified rehabilitation expenditures because they are subject to different passive activity limitation rules. 
See the instructions for Form 8582-CR, Passive Activity Credit Limitations, for details.

Basis of Energy Property (1120S code D; 1065 code E). The entity should provide a statement for this code that 
provides the information necessary to calculate the energy credit on Form 3468.

Recapture of Low-Income Housing Credit (1120S codes E and F; 1065 codes F and G). There are two types of low-
income housing credits that may require recapture under certain circumstances.123 If necessary, the credits to recapture               
are identified on the K-1 and reported by the individual on Form 8611, Recapture of Low-Income Housing Credit.                 
Taxpayers must keep a record of each type of recapture so that they can correctly calculate any additional credit 
recapture that may result from the disposition of all or part of their investment in the entity.

Recapture of Investment Credit (1120S code G; 1065 code H). If the individual taxpayer is required to recapture any 
investment credit, the entity must disclose the information needed so that the individual K-1 recipient can complete                
Form 4255, Recapture of Investment Credit. The taxpayer may also need to refer to the Form 3468 that was used to                    
claim the original investment credit for other information needed to complete Form 4255.

APPENDIX — “OTHER INFORMATION” BOX CODES

123. Instructions for Form 8611.

K-1 Type Other Information Box

Form 1065 (partner) 20
Form 1120S (S corporation shareholder) 17
Form 1041 (beneficiary) 14
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Recapture of Other Credits (1120S code H; 1065 code I). On a statement attached to the K-1, the entity must report any 
information that the individual needs to calculate the recapture of other credits. Recapture may be related to any of the                   
following credits.

• New markets credit (see Form 8874, New Markets Credit, and Form 8874-B, Notice of Recapture Event for 
New Markets Credit)

• Indian employment credit (see IRC §45A(d))

• Credit for employer-provided childcare facilities and services (see Form 8882, Credit for Employer-Provided 
Childcare Facilities and Services)

• Alternative motor vehicle credit (see IRC §30B(h)(8))

• Alternative fuel vehicle refueling property credit (see IRC §30C(e)(5))

• Qualified plug-in electric drive motor vehicle credit (see IRC §30D(f)(5))

Look-Back Interest — Completed Long-Term Contracts (1120S code I; 1065 code J). Certain long-term contacts are 
subject to the imposition or refund of interest under the Code. Any necessary information for the individual to                 
calculate their share of the interest should be included with the K-1. The individual should report the interest on Form 
8697, Interest Computation Under the Look-Back Method for Completed Long-Term Contracts.

Look-Back Interest — Income Forecast Method (1120S code J; 1065 code K). This information is used to calculate 
interest due or refundable for certain property placed in service after September 13, 1995, and depreciated under                
the income forecast method. The individual taxpayer reports the interest on Form 8866, Interest Computation 
Under the Look-Back Method for Property Depreciated Under the Income Forecast Method.

Dispositions of Property with §179 Deductions (1120S code K; 1065 code L). The issuing entity must report dispositions of      
property for which the entity elected to pass through the §179 deduction when the property was acquired.

Recapture of §179 Deduction (1120S code L; 1065 code M). The issuing entity must report the individual taxpayer’s 
share of any recapture of §179 expense if the business use of any property for which the §179 expense deduction was                    
passed through dropped to 50% or less before the end of the recapture period.

IRC §453(l)(3) Information (1120S code M; 1065 code O). The entity should report any information that the investor 
needs to calculate the interest due under §453(l)(3) with respect to the disposition of certain timeshares and residential                 
lots on the installment method. On Form 1040, the individual taxpayer reports the interest on Schedule 4, Other Taxes, 
line 62, with box “c” checked and “453(l)(3)” entered on the blank line. See IRC §453(l)(3) for details on how to 
calculate the interest.

IRC §453A(c) Information (1120S code N; 1065 code P). The entity should report any information that the investor needs 
to calculate the interest due under §453A(c) with respect to certain installment sales. On Form 1040, the individual                 
taxpayer reports the interest on Schedule 4, line 62, with box “c” checked and “453A(c)” entered on the blank line. See 
IRC §453A(c) for details on how to calculate the interest.

IRC §1260(b) Information (1120S code O; 1065 code Q). The entity should report any information that the investor 
needs to calculate the interest due under IRC §1260(b), related to gains from certain constructive ownership               
transactions. The individual’s tax liability is increased by the interest charge on any deferral of gain recognition under 
IRC §1260(b). On Form 1040, the individual taxpayer reports the interest on Schedule 4, line 62, with box “c” 
checked and “1260(b)” entered on the blank line. See IRC §1260(b) for details on how to calculate the interest.

Interest Allocable to Production Expenditures (1120S code P; 1065 code R). The entity should report any information 
that the investor needs that relates to interest the investor is required to capitalize under IRC §263A for production                  
expenditures. See Treas. Regs. §§1.263A-8 through 1.263A-15 for details.
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CCF Nonqualified Withdrawals (1120S code Q; 1065 code S). The entity should report the investor’s share of 
nonqualified withdrawals from a capital construction fund (CCF). These withdrawals are taxed separately from other              
gross income at the highest marginal ordinary income or capital gains tax rate. The individual must include a 
statement with their tax return to show the computation of both the tax and interest for a nonqualified withdrawal. On 
Form 1040, the interest is reported on Schedule 4, line 62, with box “c” checked and “CCF” entered on the blank line. 
See IRC §7518 and IRS Pub. 595, Capital Construction Fund for Commercial Fishermen, for more information.

Depletion Information — Oil and Gas (1120S code R; 1065 code T). This category includes information about the 
investor’s share of gross income from the property, share of production for the tax year, and other information needed 
to calculate the depletion deduction for oil and gas wells. The entity should also allocate to each investor a                  
proportionate share of the adjusted basis of each of its oil or gas properties. See IRS Pub. 535, Business Expenses, for 
details on how to calculate the depletion deduction. The investor’s basis must also be reduced by the amount of this 
deduction up to the extent of the investor’s adjusted basis in the property.

IRC §108(i) Information (1120S code T; 1065 code X). If the entity made an IRC §108(i) election, it should provide all           
the information the investor needs to determine their share of the following.

• Deferred cancellation of debt income

• Deferred original issue discount deduction

For partners, the instructions also require the following.

• The deferred IRC §752 amount that is treated as a distribution of money in the current tax year

• The deferred IRC §752 amount remaining as of the end of the current tax year (IRC §752 relates to increases 
in a partner’s share of the liabilities because of the assumption by such partner of partnership liabilities.)

Net Investment Income (1120S code U; 1065 code Y). The entity may use this code to report information that the 
investor may need to determine their net investment income tax under IRC §1411, including information regarding               
income from controlled foreign corporations (CFCs) and passive foreign investment companies (PFICs), the stock of 
which is owned by the entity. Any information not provided elsewhere on the K-1 (or an attachment to the K-1) is 
provided using this code. For CFCs and PFICs that the investor treats as qualified electing funds (QEFs), the 
information that is relevant to the investor depends on whether the investor, the entity, or a subsidiary pass-through 
entity made an election under Treas. Reg. §1.1411-10(g) with respect to the CFC or QEF. For example, if the entity 
made an election under Treas. Reg. §1.1411-10(g) for a CFC, the stock of which is owned by the entity, and the 
relevant income and deduction items derived from that CFC are reported elsewhere on the K-1, the investor does not 
need the information provided using this code to complete Form 8960. See Treas. Regs. §§1.1411-1 through 1.1411-
10 for more details.

Excess Taxable Income (1120S code AA; 1065 code AE). If the entity is required to file Form 8990, Limitation on 
Business Interest Expense Under Section 163(j), it may determine it has excess taxable income. An S corporation                
shareholder may be required to report this amount on Form 8990, Schedule B, line 45(c). A partner may be required to 
report this amount on Form 8990, Schedule A, line 43(f). See the instructions for Form 8990 for details.

Excess Business Interest Income (1120S code AB; 1065 code AF). If the entity is required to file Form 8990, it may 
determine it has excess business interest income. The S corporation shareholder may be required to report this amount                 
on Form 8990, Schedule B, line 45(d). A partner may be required to report this amount on Form 8990, Schedule A, 
line 43(g). See the instructions for Form 8990 for details.

2019 Workbook

Copyrighted by the Board of Trustees of the University of Illinois. 
This information was correct when originally published. It has not been updated for any subsequent law changes.



2019 Volume A — Chapter 2: Schedule K-1 A155

2
Other Information (1120S code AC; 1065 code AH). These codes are used to indicate that one of the following may be 
reported in supplemental information included with the K-1. These codes may also be used for transactions specific to                 
partnerships or S corporations. Such transactions are described in the next sections of the chapter.

1. Any information needed to complete a disclosure statement for reportable transactions in which the 
entity participates — If the entity participates in a transaction that must be disclosed on Form 8886, 
Reportable Transaction Disclosure Statement, both the investor and the entity may be required to file Form 
8886 for the transaction. The determination of whether the investor is required to disclose a transaction of the 
entity is based on the category(ies) under which the transaction qualifies for disclosure and is determined by 
the investor and the entity. Failure to file Form 8886 when required may expose a taxpayer to penalties. See 
the instructions for Form 8886 for details.

2. Excess business loss limitation — If the entity has deductions attributable to a business activity, it must 
provide a statement showing the aggregate gross income or gain and the aggregate deductions from the 
business activity that the investor needs to calculate any excess business loss limitation. See IRC §461 and 
the instructions for Form 461, Limitation on Business Losses, for details.

3. Qualified investment in qualifying advanced coal project property — The information provided by the 
entity is used to calculate the related tax credits on Form 3468.

4. Qualified investment in qualifying gasification property — The information provided by the entity is used 
to calculate the related tax credits on Form 3468.

5. Qualified investment in qualifying advanced energy project credit property — The investor uses the 
information provided by the entity to calculate the amount to report on Form 3468.

6. Inversion gain — The entity must provide a statement showing the amounts of each type of income or gain 
that is included in inversion gain. The entity includes inversion gain in income elsewhere on the K-1. 
Inversion gain is also reported under the other information code because taxable income and alternative 
minimum taxable income cannot be less than the inversion gain. In addition, the inversion gain:

a. Is not taken into account in calculating the net operating loss (NOL) for the tax year or the NOL that can 
be carried over to each tax year,

b. May limit the investor’s credits, and

c. Is treated as income from sources within the United States for the foreign tax credit.

See IRC §7874 for more information.

7. Any other information — An entity may use this code to indicate that it is providing any other information 
that it believes the investor needs to file their return.

Other Information Reported in Box 17 for S Corporation Shareholders
The following items are specified in the instructions for K-1s issued to S corporation shareholders (but not to                 
partners). They may be reported in box 17, using code AC.

1. Gross farming and fishing income — Individual shareholders report this income, as an item of information, 
on Schedule E, Supplemental Income and Loss, in part V, on line 42. This income should not be reported 
elsewhere on Form 1040.

2. The amount included in gross income with respect to qualified zone academy bonds issued before 
October 4, 2008 — Income with respect to these qualified zone academy bonds cannot be used to increase 
the shareholder’s stock basis. Because this amount is already included in income elsewhere on the K-1, the 
shareholder must reduce their stock basis by this amount. This should be included in part I, line 13, of 
the worksheet for figuring a shareholder's stock and debt basis found in the shareholder’s instructions for the 
K-1 (1120S).
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3. The amount included in gross income with respect to clean renewable energy bonds — Income with 
respect to clean renewable energy bonds cannot be used to increase the shareholder’s stock basis. Because 
this amount is already included in income elsewhere on the K-1, the shareholder must reduce their stock basis 
by this amount. It should be included in part I, line 13, of the worksheet for figuring a shareholder's stock and 
debt basis found in the shareholder’s instructions for the K-1 (1120S).124

Other Information Reported in Box 20 for Partners
The following items are specified in the instructions for K-1s issued to partners (but not to S corporation shareholders).

1. Fuel Tax Credit Information (1065 code C). The partnership should report the number of gallons of each 
fuel sold or used during the tax year for a nontaxable use qualifying for the credit for taxes paid on fuels, type 
of use, and the applicable credit per gallon. This information is used to complete Form 4136, Credit for 
Federal Tax Paid on Fuels.

2. Interest Expense for Corporate Partners (1065 code N). The partnership should report each corporate 
partner's share of the partnership's interest expense. This amount is reported elsewhere on Schedule K-1 and 
the total amount is reported here for information purposes only. A corporate partner's share of interest 
income, interest expense, and partnership liabilities are treated as income, expense, and liabilities of the 
corporation for purposes of the limitation on the deduction for interest under IRC §163(j).

3. Unrelated Business Taxable Income (1065 code V). This information is provided for use by a partner that 
is a tax-exempt organization.

4. Precontribution Gain (Loss) (1065 code W). If the partnership distributed any property with 
precontribution gain or loss to any partner other than the contributing partner and the date of the distribution 
was within seven years of the date the property was contributed to the partnership, the contributing partner 
must recognize a gain or loss under IRC §704(c)(1)(B). If the partnership made such a distribution during its 
tax year, in addition to indicating the distribution in box 20 with code W, it must attach a statement providing 
the amount of the partner's precontribution gain or loss and identifying the character of the gain or loss (for 
example, capital gain or loss or IRC §1231 gain or loss). The precontribution gain or loss is reported on Form 
8949/Schedule D or Form 4797 in accordance with the information provided by the partnership.

5. Partner’s Share of Gross Receipts (1065 code AG). This code is used to report each partner's share of 
the gross receipts under IRC §59A(e) applicable to certain corporations with average gross receipts over 
$500 million.

6. Other Information (1065 code AH). The partnership should also report the following.

a. Any information a PTP needs in order to determine whether it meets the 90% qualifying income test of 
IRC §7704(c)(2).

b. Noncash charitable contributions — If the partnership made a noncash charitable contribution, the partner’s 
share of the partnership’s adjusted basis in the property is limited to basis. Accordingly, the partnership 
must report this basis to the partners.

c. Interest and additional tax on compensation deferred under an IRC §409A nonqualified deferred 
compensation plan that does not meet the requirements of IRC §409A — See §409A(a)(1)(B) to 
calculate the interest and additional tax on this income. The partner should report this interest and tax on 
Schedule 4 (Form 1040), line 62. This income is already included in the amount in the K-1 box 4 
(“guaranteed payments”).

124. See IRC §54 and IRS Notice 2007-26, 2007-14 IRB 870.
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d. The information needed to complete Schedule P (Form 1120-F), List of Foreign Partner Interests in 

Partnerships — The partnership reports this information on an attached statement to partners that are 
corporations or partners that are partnerships if the reporting partnership knows that one or more of the 
partners is a foreign corporation.

e. Conservation reserve program payments — Individuals who received social security retirement or 
disability benefits and are partners in farm partnerships that receive conservation reserve program 
payments do not pay SE tax on their portion of the payments. The partnership should report the 
investor’s portion of the conservation reserve program payments in box 20 using code AH. The partner 
should exclude the payment from calculation of SE tax. See Schedule SE for more information.

f. Acceleration of AMT credit (corporations only) — If a corporate partner has made an election to 
accelerate the AMT credit in lieu of bonus depreciation, it is required to notify the partnership in writing 
of this election. See Rev. Proc. 2009-16 and Rev. Proc. 2009-33 for more information about the written 
notification that the electing corporate partner must provide to the partnership. See IRC §168(k)(4) for 
additional information.

g. IRC §250, effective for tax years beginning after 2017, allows a domestic corporation a deduction for 
the eligible percentage of foreign-derived intangible income and global intangible low-taxed income 
(GILTI). If applicable, the partnership should provide the necessary information to each domestic 
corporate partner for its calculation of this deduction.

h. The partnership will provide information for the partner to determine their effectively connected gain 
or loss under IRC §864(c)(8) if they are a nonresident alien or foreign corporate partner that had gain 
or loss from the sale, exchange, or other disposition of their partnership interest.

i. If the partnership has related foreign partners (an IRC §721(c) partnership), the partnership must 
disclose information necessary for an affected U.S. partner to make any required adjustments to their 
share of income, etc., reported on the K-1.

j. IRC §1061 information — The partnership should furnish to the partners any IRC §1061 information 
needed to calculate their capital gains with respect to an applicable partnership interest.

k. The partnership reports the partner’s share of the adjusted basis of noncash and capital gain property 
contributions and the partner’s share of the excess of the FMV over the adjusted basis of noncash and 
capital gain property contributions.

l. Patron reduction and domestic production activities deduction under IRC §199A(g)(2) — If the 
partnership is a patron of an agricultural or horticultural cooperative, the partner must calculate their 
patron reduction using Schedule D in IRS Pub. 535. The investor may also be allowed a domestic 
production activities deduction, if one is passed through from the cooperative to the partnership and 
then from the partnership to the partner. See IRS Pub. 535 for more information.
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Other Information Reported in Box 14 for Beneficiaries125

The following information and related codes are used in box 14 of the K-1s issued with Form 1041.

1. Gross Farming and Fishing Income (1041 code F). Individual beneficiaries report this income, as an item 
of information, on Schedule E (Form 1040), line 42. This type of gross income is separately stated to help 
determine if the beneficiary qualifies for the special estimated tax rules for the individuals with over two-
thirds of their gross income from farming and fishing. This item is not reported anywhere else on Form 1040.

2. Net Investment Income Tax (1041 code H). This amount is the beneficiary’s adjustment for IRC §1411 net 
investment income or deductions. The beneficiary enters this amount on line 7 of Form 8960, as applicable. 
See the instructions for Form 8960.

3. Other Information (1041 code Z). If this code is used, the fiduciary should provide any additional 
information the beneficiary may need to file their return that is not shown elsewhere on the K-1. Examples 
include the following.

a. The beneficiary’s distributive share of the net amount of IRC §965(a) inclusion less the corresponding 
§965(c) deduction — IRC §965 deals with the treatment of deferred foreign income upon transition to 
the participation exemption system of taxation.

b. If the beneficiary receives a statement regarding the splitting of foreign tax credits from the income to 
which it relates, IRC §909 may prevent the beneficiary from deducting the foreign tax credit until the 
related foreign income is taken into account. See Form 1116, Foreign Tax Credit, and IRS Pub. 514, 
Foreign Tax Credit for Individuals, for more information.

c. The fiduciary should provide the information the beneficiary needs to calculate their IRC §951A 
(GILTI) inclusion. IRC §951A requires U.S. shareholders of foreign corporations to report their ratable 
share of GILTI in taxable income. For details, see the instructions for Form 8992, U.S. Shareholder 
Calculation of Global Intangible Low-Taxed Income (GILTI).

125. Instructions for Schedule K-1 (Form 1041) for a Beneficiary Filing Form 1040.
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