
S Corporation 
Liquidations



Your Instructor



• Determine the date of liquidation 

• Explain how the S corporation and its shareholders are taxed in a liquidation 

• Summarize the reporting requirements when an S corporation liquidates 

• Prepare a final Form 1120-S, U.S. Income Tax Return for an S Corporation

Objectives
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Case Study

• Larry Smith (officer) owns 100% of Larry’s Liquidations, Inc., a calendar-year 
S corporation that has always been an S corporation since it incorporated on 
Jan. 1, 2010. Larry’s Liquidations is a parts salvage facility (junkyard) located 
in Brooklyn, NY. It is the only junkyard that has survived development in the 
area and new junkyards are not permitted. In February 2024, Larry received 
an offer from Joe Young to buy the entire business (all the business assets) 
for $2 million in cash. 

• Larry figures he can retire on that amount of money and will not have to work 
anymore, so he accepts the offer. Larry holds a directors’ meeting on March 
10 in his attorney’s office to adopt a plan of liquidation.
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Case Study, Cont.

• Larry sells all the corporate assets on June 30 and stops doing business. 
The S corporation pays off all its liabilities and makes a final liquidating 
distribution of $1,864,349 from its checking account to Larry, 100% 
shareholder, on July 31, 2024.
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Case Study, Balance Sheet
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Case Study, Allocations
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Case Study, Character of Gain/Loss
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Case Study,  
Profit & Loss
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Liquidation of S Corporation

• Corporation ceases to be  
going concern 

• Corporation's only activities are: 
• Winding up affairs 

• Paying debts 

• Distributing any remaining balance  
to shareholders
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• Formal plan of liquidation not required  

• Plan of liquidation helpful to establish: 
• Due date for filing Form 966 

• Liquidating distributions qualify for sale or exchange treatment by shareholder 

• Whether distribution of installment note qualifies for special rules

Plan of Liquidation
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• File within 30 days of adopting a or resolution plan of liquidation 
• Attach certified copy of dissolution plan 

• File additional Form 966 within 30 days of adopting amended or 
supplemented plan of liquidation

Form 966
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Case Study, Form 966
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• Ways to liquidate 
• Sell assets and make liquidating distributions (cash and noncash) to shareholders 

• Shut down business and distribute remaining assets (cash and noncash property) to 
shareholders in liquidation

S Corporation’s Tax Consequences
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• Character of gain or loss depends on asset classification 
• Capital asset 

• Section 1231 property 

• Section 1245 property 

• Section 1250 property 

• Ordinary income asset

Sales of Assets
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• Capital gain or loss 
• Self-created goodwill 

• Reported on Form 8949 

• Flows to Schedule D 

• Passes to shareholder, Schedule K-1, Box 10, Code S

Tax Treatment
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Case Study

• Larry decides to sell all the assets of Larry’s Liquidations, Inc. on June 30, 
2024. As part of the sale, the S corporation sells: 
• Self-created goodwill for $930,000 

• Telephone number for $3,400  

• The S corporation reports the sale of these capital assets on Form 8949,  
Part II, and checks Box (F) 

• Capital gain passes through to Larry on Schedule K-1, Box 10, Code S 
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Case Study, Reporting
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Form 8949 Schedule K-1, Box 10, Code S 



• Generally: 
• Net gains are capital 

• Net losses are ordinary 

• Capital gains converted to ordinary: 
• Depreciation recapture 

• Nonrecaptured §1231 loss

Section 1231 Gain or Loss
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Case Study

• Larry decides to sell all the assets of Larry’s Liquidations, Inc. on June 30, 
2024. As part of the sale, the S corporation sells land for $425,000 that was 
purchased on Jan. 1, 2010, for $125,000. Thus, it has a long-term capital 
gain of $300,000 ($425,000 – $125,000) on the sale of the land.  

• It also sells equipment for $1,000 that was purchased on July 1, 2020, for 
$7,500. Accumulated depreciation was $5,492, making the adjusted basis 
$2,008, which results in a loss of $1,008 ($1,000 – $2,008).  

• The S corporation reports the sale of the land on Form 4797, Part I, since it 
was held more than one year and nondepreciable. It also reports the sale of 
the equipment on Form 4797, Part I, since it was held more than one year 
and sold at a loss. 
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Case Study, Cont.
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• Section 1245 property 

• Section 1250 property

Depreciation Recapture
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• Gains due to depreciation allowed or allowable = ordinary income 

• Remaining gain is §1231 gain

Section 1245 Property
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Case Study

• The S corporation sells a forklift for $9,500. This forklift was purchased on 
July 1, 2020, for $15,000 and accumulated depreciation was $13,661, so the 
adjusted basis is $1,339. The gain on sale is $8,161 ($9,500 – $1,339). 

• The S corporation reports the sale of this forklift (§1245 property) on  
Form 4797, Part III, since it was held more than one year and sold at a gain. 
Since the gain on sale ($8,161) is less than the depreciation allowed 
($13,661), the entire gain on sale is recaptured as ordinary income on  
Form 4797, Part II, Line 13. 
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Case Study, Cont.
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Section 1250 Property

• Gains due to depreciation exceeding 
straight line depreciation allowed or 
allowable = ordinary income 
• Bonus depreciation claimed on qualified 

improvement property (QIP)
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Case Study

• The S corporation sells a building (excluding the land) for $400,362.  
This building was purchased on Jan. 1, 2016, for $325,000 and straight line 
accumulated depreciation was $69,789, so the adjusted basis is $255,211. 
The gain on sale is $145,151 ($400,362 – $255,211).  

• The S corporation reports the sale of this building (§1250 property) on  
Form 4797, Part III, since it was held more than one year and sold at a gain. 
None of the gain on sale is recaptured as ordinary income since there is no 
additional depreciation in excess of straight line depreciation. However, the 
gain due to depreciation ($69,789) is taxed as unrecaptured §1250 gain 
(discussed below). The remaining gain, $75,362 ($145,151 – $69,789), is 
taxed at the regular capital gains rates, up to 20%. 
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Case Study, Cont.
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Unrecaptured §1250 Gain

• Gain due to straight line 
depreciation = unrecaptured  
§1250 gain 

• Taxed at ordinary income rates, 
capped at 25% capital gains rate 

• Remaining gain taxed at regular 
capital gains rates, up to 20%
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Case Study

• The S corporation sells a fence for $24,638. This fence was purchased on 
July 1, 2022, for $20,000 and straight line accumulated depreciation was 
$3,014, so the adjusted basis is $16,986. The gain on sale is $7,652 
($24,638 – $16,986).  

• The gain due to depreciation is taxed as unrecaptured §1250 gain, so $3,014 
is taxed at ordinary income tax rates, but not more than the 25% capital 
gains rate. The remaining gain, $4,638 ($7,652 – $3,014), is taxed at the 
regular capital gains rate, up to 20%. Form 4797, Part III, Property C 
(Fence), is shown below.
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Case Study, Cont.
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Ordinary Gain or Loss

• Inventory 
• Accounts or notes receivable 

acquired in the ordinary course of its 
trade or business 

• Depreciable business property or 
nondepreciable business land held 
one year or less  

• Section 197 intangible asset held 
one year or less 

• Property deducted under the  
de minimis safe harbor for  
tangible property
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Case Study

• The S corporation sells all its inventory for $175,000 

• The S corporation reports the sale of this inventory as usual on Form 1120-S, 
Line 1a, and computes the cost of goods sold on Form 1125-A, Cost of 
Goods Sold
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• Required by buyer and seller when there is an asset sale 

• Section 1060 contains rules for determining basis 
• Residual method using FMV of assets 

• Allocated in a specific order

Form 8594
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Class Description
Class I Cash and general deposit accounts, such as savings and checking accounts

Class II Certificates of deposit, U.S. government securities, foreign currency and actively traded 
personal property (including publicly traded stock)

Class III Accounts receivable, other debt instruments, and assets marked-to-market at least annually 
for federal income tax purposes

Class IV Inventory-type property, or property held primarily for sale to customers in the ordinary course 
of business

Class V All other assets not covered in Classes I–IV and VI–VII (e.g., furniture, fixtures, buildings, 
land, vehicles, equipment), except §197 intangibles

Class VI Section 197 intangibles, excluding goodwill and going concern value

Class VII Goodwill and going concern value

Allocation Order
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Case Study

• Larry’s Liquidations completes  
Form 8594 as follows and attaches  
the form to its final Form 1120-S.  
The breakdown of assets and their 
classifications are as follows:

25

Class IV Asset FMV
Inventory $175,000 

Class V Assets
Land 425,000
Building 400,362
Fence 24,638
Forklift 9,500
Tow truck 30,000
Equipment 1,000
Computer system 1,000
Office furniture 100
Total 891,600

Class VI Asset
Telephone number 3,400

Class VII Asset
Goodwill 930,000

Total of all assets $2,000,000 



Case Study
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• Never treated as dividends 

• Treated as payment for deemed sale of stock on Form 8949 
• Sales proceeds = cash + FMV of noncash property received 

• Use numbers on Form 1099-DIV 

• Basis = adjusted basis of stock  

• Character of gain or loss 

• Capital unless §1244 applies 

• Holding period 

• Generally, time shareholder owned stock (exceptions for gifted or inherited stock)

Liquidating Distributions
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• Sale before plan of liquidation 
• S corporation reports remaining unrecognized gain upon distribution 

• Sale after plan of liquidation 
• S corporation does not report remaining unrecognized gain if meet all the following: 

• Sell assets on installment after plan of liquidation 

• Complete sale within 12 months of plan of liquidation 

• Complete liquidation during same 12-month period

Distribution of Installment Note
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• Report liquidating distributions of $600 or more to shareholder 
• Report cash in Box 9 

• Report FMV of noncash property in Box 10 

• Do not reduce FMV by any liabilities assumed by shareholder 

• Do not report liquidating distributions on Schedule K-1

Form 1099-DIV
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Case Study

• Larry sold all the assets and stopped doing business on June 30. All debts 
were paid off and the final cash liquidation distribution was made to Larry on 
July 31, which is reported on Form 1099-DIV, Box 9, as follows:
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• Indicate year-end at top of Form 1120-S and Schedules K-1 

• Check Box H(1) on Form 1120-S and Final K-1 box on Schedule K-1 

• File by 15th day of 3rd month following year-end 
• Can request six-month extension with Form 7004 

• Use prior year’s form if: 
• Tax year < 12 months beginning and ending in current year 

• Current year Form 1120-S not available when return due 

• Apply current tax law

Final Form 1120-S
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Case Study

• Using the information presented throughout the materials, we will review 
Larry’s Liquidations final Form 1120-S
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Case Study, Cont.  
– Form 1120-S 
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Case Study, Cont.  
– Form 1120-S 
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Case Study, Cont.  
– Form 1120-S 
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Case Study, Cont. – Form 1120-S 
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Case Study, Cont. – Form 1120-S 
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Case Study, Cont.  
– Sch. D
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Case Study, Cont.  
– Form 4797 
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Case Study, Cont.  
– Form 4797 
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Case Study, Cont.  
– Form 4797 

41



Case Study, Cont.  
– Form 8949 
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Case Study, Cont. – Form 1125-A 
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Case Study, Cont.  
– Form 1125-E
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Case Study, Cont. – Form 8594
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Case Study, Cont. – §199A Worksheet
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Case Study, Cont. – Federal Statements
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Example, Cont.  
– Schedule K-1
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Example, Cont. – K-1 Statements
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Case Study, Cont. – Shareholder  
§ 199A Information
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• Liquidating distributions are treated as full payment for stock 

• Gain/loss = cash + FMV of noncash – adjusted stock basis

Shareholder Tax Consequences
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Case Study

• Let’s assume Larry (age 75) is single, claims the standard deduction of 
$16,550 for 2024 ($14,600 + $1,950 for age) and his stock basis at the 
beginning of the year is $400,369. Using the case study information at the 
beginning of the book and Larry’s final Schedule K-1 provided earlier, Larry’s 
ending stock basis after reporting the Schedule K-1 pass through items is 
$1,859,349. Thus, Larry must recognize a $5,000 long-term capital gain 
($1,864,349 - $1,859,349) from the liquidating distribution that was reported 
on Form 1099-DIV, Box 9 (provided earlier). 

• Larry also attaches Form 7203, S Corporation Shareholder Stock and Debt 
Basis Limitations, to his tax return
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Case Study, Cont. – Form 8949
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Case Study, Cont.  
– Form 7203
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Case Study, Cont. – Form 7203
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Case Study, Cont.  
– Sched. D Worksheet
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• After claiming the standard 
deduction and the qualified 
business income deduction 
(QBID), Larry’s regular tax is 
$278,580, computed as 
follows using the Schedule D 
Tax Worksheet



Case Study, Cont.

• Larry’s total long-term capital gain is $1,390,195 ($451,795 + $933,400 + 
$5,000). However, $72,803 of this amount is taxed as unrecaptured  
§1250 gain.  

• Larry’s wages, S corporation pass-through income and unrecaptured §1250 
gain are all taxed at his ordinary income tax rate (marginal tax rate is 24%), 
which is less than the maximum 25% capital gains rate for unrecaptured 
§1250 gain 

• The remaining capital gain is $1,317,392 ($1,390,195 – $72,803), of which 
$353,369 is taxed at the 15% capital gains rate and $964,023 is taxed at the 
20% capital gains rate
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• Reduce actual amount received by liabilities assumed 

• Reduces gain or increases loss 

• Remaining payments not deductible

Liabilities Assumed by Shareholders
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• Shareholder receives full FMV of property  
• Amount reported on Form 1099-DIV, Box 10, is not reduced by liability 

• Shareholder adds liability to stock basis when reporting sale of stock  
in liquidation 

• Shareholder’s basis in noncash property = FMV of property 
• Do not add liability shareholder assumed to basis

Liquidating Distribution of Property Subject to Liability
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• Gain recognized when payments exceed stock basis 

• Losses generally recognized when final distribution is made

Liquidating Distributions Over Several Years

58



REVIEW QUESTIONS
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THANK YOU


