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When Does An S Corporation Loan Increase a
Shareholder’s Stock Basis

-by Robert P. Achenbach, Jr., J.D.

Because of the pass-through nature of S corporation tax items,' a shareholder’s basis in
the stock of the corporation is important where the shareholder wishes to take immediate
advantage of corporate net operating losses.

Initial Stock Basis

An S corporation shareholder’s basis in stock issued upon the shareholder’s joining
the corporation is determined under the rules for C corporations,® Thus, in general an S
corporation shareholder’s initial stock basis equals the value of property contributed to
the corporation less any boot received in the exchange

Changes to a Shareholder’s Stock Basis

The basis of an S corporation shareholder’s stock is increased, on a per share-per day
basis, by the shareholder’s pro rata share of:

(1) the corporation’s separately stated items of income;
(2) the corporation’s items of income not separately stated; and

(3) the excess of the corporation’s deductions for depletion over the basis of the property
subject to depletion.’

Similarly, the basis of an S corporation shareholder’s stock is decreased, on a per
share-per day basis, (but not below zero) by:

(1) distributions that are not includable in the shareholder’s income under I.R.C. §
1368;

(2) the shareholder’s pro rata share of corporation items of loss and any expense of the
corporation that is not deductible in computing its taxable income and not chargeable to
a capital account;® and

(3) deductions for depletion to the extent that the deduction does not exceed the basis
of the property subject to depletion.’

Claiming Pass-Through Losses and Deductions

In general, the amount of pass-through losses and deductions taken into account by a
shareholder for any taxable year may not exceed the sum of the shareholder’s adjusted

* Publisher and editor of the Agricultural Law Press.

Agricultural Law Digest is published by the Agricultural Law Press, 735 N. Maple Hill Rd., Kelso, WA 98626 (ph 360-200-5666), 24 bimonthly issues. Annual
subscription $90 by e-mail. Copyright 2019 by Robert P. Achenbach, Jr. No part of this newsletter may be reproduced or transmitted in any form or by any means,
electronic or mechanical, including photocopying, recording or by any information storage or retrieval system, without prior permission in writing from the publisher.
http://www.agrilawpress.com Printed on recycled paper.

81



82

Agricultural Law Digest

basis in the stock of the S corporation and in any indebtedness of
the S corporation to the shareholder.? If a shareholder’s aggregate
pro rata share of the pass-through items of loss and deduction
exceeds the sum of the shareholder’s adjusted bases in stock and
debt, the limitation on losses and deductions must be allocated
among the shareholder’s pro rata share of each loss or deduction.’

Any loss or deduction for the taxable year not taken into
account by a shareholder by reason of the basis limitation rule
is treated as incurred by the S corporation with respect to that
shareholder in the corporation’s first succeeding taxable year
and subsequent taxable years.!® The shareholder’s disallowed
pass-through losses can be carried forward indefinitely to tax
years in which the shareholder has basis in the stock.!

Thus, if a shareholder desires to take advantage of corporate
losses in a given tax year and the shareholder has little or no basis
in the stock (perhaps from past corporate loss pass-through), the
shareholder has a few options to take to increase the basis, such
as purchasing more stock in the corporation or lending money
to the corporation.

Increasing A Shareholder’s Stock Basis by Loans to the S
Corporation

S corporation shareholders may increase their basis of
indebtedness of the S corporation to the shareholder only if the
indebtedness is bona fide and runs directly to the shareholder.!?
This is the major issue in a substantial number of cases,'* where
a shareholder has attempted to increase the stock basis but failed
to prove a bona fide loan for which the shareholder is liable in
all cases.

Shareholder Guarantee of S Corporation Debt. Corporate
debts to third parties that have been guaranteed by a shareholder
of an S corporation generally are not considered to be loans
which can increase a shareholder’s stock basis™ unless it can
be proved that the third party lender looks to the shareholder as
the primary obligor on the corporate debt and the corporation is
thinly capitalized.!

Loans from Related Entities. If a shareholder engages in
genuine “back-to-back” loans in which an affiliated entity loans
the shareholder funds that are in turn loaned directly to the S
corporation, those loans can establish bona fide indebtedness
running directly to the shareholder.'¢

Similarly, two cases have allowed an increase in basis where
the shareholder uses a separate wholly-owned entity as a
“incorporated pocketbook’ habitually to pay the obligations of
the S corporation."”

Meruelo v. Commissioner'

In this recent case, the taxpayer owned partial interests in
several pass-through entities (the affiliates) and sought to deduct
net operating losses from an S corporation (the S corporation)
in one tax year using a stock basis created by a personal loan
to the S corporation and amounts owed to the S corporation by
the affiliates. The S corporation needed $10 million to secured
a leveraged purchase of real property. The taxpayer personally
borrowed $4,985,035 and loaned the funds to the corporation
for this purpose. The IRS and taxpayer agreed that this loan and
contribution increased the taxpayer’s basis in the S corporation

by $4,985,035.

The S corporation entered into hundreds of transactions with
the affiliates in which the taxpayer owned an interest. Each tax
year, the net amount owed by the S corporation to the affiliated
entities was allocated to the taxpayer based on the taxpayer’s
interest in the affiliates. The taxpayer treated these amounts as
loans to the S corporation, and the taxpayer claimed that these
“oans” increased the basis of the taxpayer’s S corporation stock.

The S corporation had a $26 million loss when the S
corporation’s creditors foreclosed on the real property. The
corporation allocated $13 million of the loss to the taxpayer,
based on the taxpayer’s 49 percent share of the S corporation.
The taxpayer claimed a loss deduction for the $13 million based
on the increase in the taxpayer’s basis from the $4,985,035 loan
contribution and $8,051,826 allocated from the amounts the S
corporation owed to the affiliates. The IRS audited the taxpayer’s
return and allowed only the $4,985,035 to increase the taxpayer’s
basis and as the limit of the loss deduction.

The taxpayer asserted both the “back-to-back™ loan and
“incorporated pocketbook™ theories to support including the
$8,051,826 as an increase in stock basis.

The court found that no actual outlay of funds was made
by the affiliates to the taxpayer; therefore, the “back-to-back”
loan theory did not apply in this case. The court noted that the
S corporation and affiliates did not treat the net amounts each
year as loans but as accounts payable. The court rejected the
taxpayer’s attempt to recharacterize these amounts as loans.

The court also found that the “incorporated pocketbook”
theory did not apply because (1) the affiliates were not wholly-
owned or even controlled by the taxpayer and (2) there was
no established practice of the affiliates paying the obligations
of the S corporation for the taxpayer. In addition, under both
theories, the taxpayer failed to prove that any of the obligations
ran directly to the taxpayer or that the taxpayer suffered any
economic outlay to the S corporation.

In conclusion

Because unexpected losses, such as in this case a foreclosure,
can occur, S corporation shareholders and members of any
pass-through entity need to document and calculate their basis
in their interest in the entity at least annually to support the
pass-through and deductibility of such losses, keeping in mind
the requirements of the S corporation basis regulations.
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CASES, REGULATIONS AND STATUTES

BANKRUPTCY

CHAPTER 12

PLAN. The debtors, husband and wife, filed for Chapter 12 and
listed a secured claim of a bank in most of their farm assets and
a partially secured claim of a creditor which had a priority lien
on their pickup and the proceeds of their 2017 crop. The creditor
had obtained a subordination agreement with the bank to allow
the priority on the 2017 crop proceeds. The 2017 crop was sold
and a portion of the proceeds was used to pay creditors and the
debtors sought permission to use the remaining proceeds to start a
cattle deeding operation. The debtors filed a plan which proposed
to use the profits from the cattle operation and rental payments
from renting grain bins to make interest payments on their debts
for five years, with a balloon payment at that time. The creditors
objected to the plan arguing that the debtors failed to satisfy three
of the six requirements of Section 1225: (1) treatment of collateral
under Section 1225(a)(5), (2) feasibility under Section 1225(a)
(6), and (3) good faith under Section 1225(a)(3). Requirement
(1): Under Section 1225(a)(5), the debtor must provide that the
creditor retain its lien in the original collateral. The court found that
the debtors’ plan changed the creditor’s lien in the crop proceeds
to a lien on the cattle and feed purchased with the proceeds and
removed the bank’s lien on the rent from the grain bins. The court
held that Section 1225(a)(5)(B)(i) prevented the substitution of
new collateral in an existing lien and the removal of the bank’s

lien as to the grain bin rentals; therefore, the plan could not be
confirmed under Section 1225(a)(5). Requirement (2): The court
found that the debtors failed to provide sufficient evidence that
the cattle operation and grain bin rentals would produce sufficient
income to make the plan interest payments and the final balloon
payment; therefore the plan was not confirmable under Section
1225(a)(6). Requirement (3): the court fond no evidence of bad
faith by the debtors but held that, on the basis of the other two
requirements, the plan could not be confirmed. In re Fuelling,
2019 Bankr. LEXIS 1379 (Bankr. N.D. Iowa 2019).

FEDERAL ESTATE
AND GIFT TAXATION

No items.

FEDERAL FARM
PROGRAMS

APPLES. The AMS has issued proposed regulations which
revise the U.S. Standards for Grades of Apples by removing smooth
net-like russeting as a grade-determining factor in the U.S. Extra
Fancy, U.S. Fancy, and U.S. No. 1 grades for Fuji apples. 84 Fed.
Reg. 19743 (May 6, 2019).



