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	IRS FINALIZES S CORPORATION OPEN ACCOUNT DEBT REGULATIONS

	 

	Final regulations provide guidance regarding the treatment of open account debt between S corporations and their shareholders. T.D. 9428, 73 Fed. Reg. 62,199 (10/20/08). 

	 

	In April 2007, the IRS proposed regulations relating to the treatment of open account

	debt between S corporations and their shareholders. The regulations were proposed in response to the Tax Court's decision in Brooks v. Commissioner, T.C. Memo 2005-204, where the court held that the basis of the open account indebtedness is properly computed by netting at the close of the year advances of open account debt during the year and repayments of open account debt during the year. This allowed the taxpayer in Brooks to defer indefinitely the recognition of income on any repayment of his open account debt over the several years during which the taxpayer and the S corporation made advances and repayments, respectively. 

	 

	Under the proposed regulations, open account debt was defined as shareholder advances

	not evidenced by separate written instruments for which the principal amount of the aggregate advances (net of repayments on the advances) does not exceed $10,000 at the close of any day during the S corporation's tax year. In response to practitioner comments that the $10,000 threshold was too low for most businesses, the IRS adopted a $25,000 aggregate principal threshold amount per shareholder for open account debt. Under the change, an S corporation with ten shareholders could receive up to $250,000 of open account debt as long as no single shareholder advanced more than $25,000. Therefore, under the final regulations, any shareholder advances and repayments on those advances for which the aggregate principal balance exceeds the $25,000 aggregate principal threshold amount will no longer constitute open account debt. Such debt instead will be treated as debt evidenced by a separate written instrument subject to the basis adjustment and repayment accounting rules applicable to S corporation shareholder debt generally. 

	 

	The proposed regulations effectively required day-to-day monitoring of open account 

	debt to comply with the aggregate principal threshold amount for such debt. In response to practitioner concerns that day-to-day monitoring would impose an unreasonable bur-den on shareholders, the IRS changed the final regulations to provide that a determination of whether the $25,000 threshold balance is exceeded will be made at the end of the S corporation's tax year. But if any open account debt is disposed of before the end of the S corporation's tax year, the determination of whether the advances and repayments have exceeded the designated aggregate principal amount must be made immediately before the disposition of the debt. In addition, if a shareholder with open account debt is no longer a shareholder at the end of the tax year, the determination must be made imme- 
diately before the shareholder's interest in the S corporation is terminated. 

	 

	The final regulations apply to any and all shareholder advances to the S corporation made

	on or after October 20, 2008, and repayments on those advances by the S corporation. The regulations, however, clarify that, if a shareholder has open account debt outstanding before the effective date, the rules under the prior regulations apply to any repayments on such pre-effective-date open account debt. 

	 

	PURPORTED DEBT INSTRUMENTS DID NOT INCREASE SHAREHOLDERS' BASIS IN S CORP

	 

	A business loss isn't necessarily a bad thing if you can use the loss to offset other income.

	S corporations are efficient vehicles for passing through losses to be used elsewhere, if the shareholder has enough basis in the corporation. In a recent case, two S corporation shareholders reshuffled some debt from other entities they owned to jack up their bases in the corporation to take advantage of its losses on their individual returns. In Russell v. Commissioner, however, the Tax Court said that the debt didn't flow from the sharehold-ers to the corporation and couldn't be used to increase their bases in the corporation for purposes of claiming their proportionate shares of its losses. 

	 

	 

	   FACTS

	 

	Before September 1, 1997, Donald Russell and Loren Kopseng were the owners of the

	Rainbow Gas Company (RGC), a limited partnership; the Rainbow Marketing Energy Corporation (REMC); and the Missouri River Royalty Corporation (MRRC), an S corp-oration. On September 1, 1997, Donald and Loren transferred their interests in RGC, REMC, and MRRC to the newly formed United Energy Corporation in exchange for all of its stock in a tax- free, Code Section 351 transaction. 

	 

	Before the creation of United Energy, Donald and Loren had financed MRRC’S opera-

	tions through a variety of transactions. In August 1996, BNC National Bank lent $1 million to MRRC. MRRC used the loan proceeds to pay off certain prior loans to buy and rework oil wells. In consideration for the loan, MRRC gave BNC a promissory note for $1 million. 

	 

	As of January 3, 1997, the principal balance of the MRRC note was $927,936.  On that 

	date, BNC canceled the MRRC note in consideration for promissory notes from Donald 
and Loren, each for half of the principal balance. The two notes listed MRRC as the borrower and indicated that they were for the renewal of the MRRC note. 

	 

	Between January 3 and September 3, 1997, MRRC made eight monthly payments on 

	each note. On September 3, 1997, MRRC paid off the principal balance of $389,915 on each note. The interest that was accrued and paid on the notes was reported on the 1998 United Energy Form 1120 as an interest expense of MRRC. None of the interest was reported on either Donald's or Loren's 1997 Form 1040. 

	 

	In April 1996, REMC lent MRRC $94,000, which MRRC used for working capital.  On

	MRRC's books, the REMC debt was recorded as a liability in a ledger account entitled "Notes Payable Kopseng/Russell Partnership." A note was prepared in connection with the REMC debt, stating that "effective April 1, 1996, Missouri River Royalty Corporation promises to pay Kopseng/Russell Partnership $94,000 at an interest rate of the applicable federal rate table." 

	 

	As of September 1, 1997, the principal balance of the REMC debt was $75,750.  On June 

	30, 1998, an adjusting journal entry to MRRC's books reclassified $22,042 of the $75,750 balance of the REMC debt to the notes payable Russell account and $53,708 of the ba-lance to the notes payable Kopseng account. The adjusting journal entry allocated the balance of the REMC ledger debt between the two accounts in proportion to the interests held by Donald and Loren in REMC at the time the loans were made in April of 1996. As of September 1, 1997, the fair market value of the REMC ledger debt was equal to the REMC ledger debt's principal balance of $75,750. 

	 

	During the period between March 7, 1997, and June 16, 1997, MRRC also received a 

	series of short-term loans totaling $1,830,597. It used the proceeds of the short-term debt for working capital. Between May 13, 1997, and August 27, 1997, MRRC repaid $629M of principal on the short-term debt. 

	 

	The loans making up the short-term debt were transferred directly from the checking ac-

	count of the RGC partnership to the checking account of MRRC. The repayments were transferred directly from the checking account of MRRC to the checking account of the RGC partnership. Before August 31, 1997, the short-term debt was recorded on MRRC's books as a liability in a ledger account entitled "Notes Payable RGC." As of August 31, 1997, an adjusting journal entry to MRRC's books reclassified half the balance of the short-term debt to the notes payable Kopseng account, and half to the notes payable Russell account. 

	 

	With respect to each of the loans making up the short-term debt, 4 notes were prepared:

	(1) one from Donald to the RGC partnership; (2) one from Loren to the RGC partnership; (3) one from MRRC to Donald; and (4) one from MRRC to Loren. The face amount of each note was half of the amount transferred from the RGC partnership to MRRC on the date of the transfer. 

	 

	Each of the short-term notes bore an "effective" date identical to the date on which the

	corresponding loan was made to MRRC. Both Donald and Loren signed each of the short-term notes, either in their individual capacities or on behalf of RGC or MRRC, but none of their signatures were dated. 

	 

	On September 3, 1997, the $1,138,597 principal balance of the short-term debt was paid

	by cashier's check from MRRC to RGC. The payment was reflected in MRRC's books by debiting the "Notes Payable Russell account" and the "Notes Payable Kopseng account" each for half the balance of the principal, and debiting the loan interest account with the memo notation "Interest paid to Kopseng and Russell for Note." The payment was re-flected in RGC's books by crediting the "Notes Payable Don Russell" and the "Notes Payable Loren Kopseng" ledger accounts for a corresponding amount, and crediting the interest income account with the memo notation "Interest on Note Rec. from MRRC." 

	 

	The interest on the short-term debt was reported on the 1998 UEC Form 1120 as an in-

	terest expense of MRRC and interest income of RGC. None of the interest was reported on Donald's or Loren's 1997 Form 1040. 

	

	

	   TAXPAYERS' ARGUMENT

	 

	As of the beginning of MRRC's short tax year ending August 31, 1997, Donald’s basis in

	his MRRC stock was $150,151, and Loren's basis in his MRRC stock was zero. The MRRC 1997 Form 1120S reported an ordinary loss of $1,117,540. Donald and Loren each reported half the loss on their Forms 1040. They argued that they had bases in the indebtedness of MRRC sufficient to permit them to deduct their pro rata shares of MRRC's ordinary loss for its final short tax year. 

	 

	 

	   BACKGROUND

	 

	A shareholder of an S corporation can take into account his pro rata share of the S corpo-

	ration's items of income, loss, deduction, or credit. However, a shareholder may deduct his share of the S corporation's losses only to the extent of his adjusted basis in his stock of the S corporation, and the shareholder's adjusted basis of any indebtedness of the S corporation to the shareholder.  Any S corporation losses so limited may be carried forward indefinitely. 

	 

	 

	   TAX COURT

	 

	The Tax Court held that the notes to BNC, the REMC debt, and the short-term debt were

	not debt of MRRC to Donald and Loren and, therefore, did not provide the additional basis they needed to claim their distributive shares of MRRC's losses. The court outlined certain principles relating to a shareholder's adjusted basis of any indebtedness of an S corporation and the situations under which a shareholder acquires basis with respect to indebtedness. 

	 

	To qualify as a debt, a shareholder must make an actual economic outlay.  The economic

	outlay must leave the taxpayer "poorer in a material sense" in order for it to be respected as debt.  In addition, the S corporation's indebtedness must run directly to the sharehold-er; indebtedness to a pass-through entity that advanced the funds and is closely related to the taxpayer does not satisfy the statutory requirements.  Furthermore, no form of indirect borrowing, be it a guaranty, surety, accommodation, co-making or otherwise, gives rise to indebtedness from the corporation to the shareholders until and unless the shareholders pay part or all of the existing obligation. Before that crucial act, "liability" may exist, but not debt to the shareholders. 

	 

	The court first analyzed the MRRC notes Donald and Loren cosigned and guaranteed to

	BNC. It said that neither Donald nor Loren was required to make any payments with respect to the notes. In the absence of any discernable economic outlay, the court con-cluded that Donald and Loren's cosigning and guaranteeing of the notes did not give rise to "indebtedness of the S corporation to the shareholder." Further, cosigning and guaran-teeing the notes did not create an indebtedness running directly from MRRC to Donald and Loren. MRRC's only indebtedness ran to BNC. The mere possibility that MRRC could become obligated to Donald and Loren at some future time was irrelevant for pur-poses of determining indebtedness of the S corporation to the shareholder. Accordingly, Donald and Loren did not obtain basis in the MRRC notes. 

	 

	As to the REMC debt, the court noted that the money was originally lent to MRRC in 

	April 1996, by REMC, a C corporation owned by Donald and Loren. It said that a loan to 

an S corporation by another entity owned by the S corporation's shareholder is not an indebtedness of the S corporation to the shareholder. Although the REMC debt was eventually reclassified on MRRC's books on June 30, 1998, as notes payable to Donald and Loren, there was no evidence suggesting that this treatment was intended at the time REMC made the loans. Standing by itself, the court said, this adjustment of a journal en-try several years after the actual transaction was insufficient to reclassify the source of a loan. Because the REMC debt did not run directly to Donald and Loren, it did not in-crease their bases in MRRC. 

	 

	Finally, the court rejected Donald and Loren's claim that the short-term debt constituted

	a series of back-to-back loans from the RGC partnership to Donald and Loren and from Donald and Loren to MRRC. Instead, the court agreed with the IRS that the short-term debt should be classified as a direct loan from the RGC Partnership to MRRC. The court said that the only evidence supporting Donald and Loren's characterization consisted of the short-term notes themselves and the August 31, 1997, adjusting journal entry to MRRC's books reclassifying the short-term debt. The court said the four short-term notes had little probative value as nothing in the record indicated that they were executed contemporaneously with the advances to MRRC. Although each short-term note had an effective date identical to the date on which the RGC partnership made a corresponding advance to MRRC, Donald and Loren's signatures on the notes were not dated, and they failed to present evidence indicating when the notes were executed. 

	 

	Donald and Loren' reclassification of the short-term debt on MRRC's books was insuf-

	ficient by itself to prove the loans' origin. The reclassification occurred on the last day of MRRC's final tax year and only one day before the Code Section 351 transaction. Donald and Loren offered no explanation for the timing of the reclassification. Not being contem-poraneous with the actual advances, the adjusting journal entry did not establish that the short-term debt constituted back-to-back loans at the time the advances were made. 

	 

	Finally, none of the interest paid on the short-term debt was included in gross income or

	deducted as an expense by Donald or Loren. For these reasons, the court said the short-term debt was best characterized as a series of loans from the RGC partnership to MRRC. It was not an economic outlay by MRRC's shareholders, and did not create basis in MRRC stock.
 

	TAX ON BUILT-IN GAINS OF S CORPORATION APPLIES TO ACCOUNTING ADJUSTMENTS

	 

	Code Section 481 adjustments attributable to a corporation’s change in accounting me-

	thod were subject to the built-in gains tax following its S corporation election because the adjustments resulted from a deduction claimed before the S corporation election was made (MMC Corp. v. Commissioner, CA-10, 2009-1 USTC par. 50,155). 

	 

	MMC Corp. was an accrual basis taxpayer that provided construction services.  The corp-

	oration elected on its 1997 income tax return to change its method of accounting for cus-tomer paper from the original cost basis method to the mark-to-market method. As a re-sult of this change, MMC claimed a large deductible loss for the tax year. The next year, legislation made customer paper ineligible for treatment under the mark-to- market ac-counting rules. Therefore, MMC was required to revert to its former accounting method and include the amount of its loss deduction in income by making adjustments under Code Section 481 ratably over the following four tax years. 

	 

	After two years of including these amounts in income, MMC elected to be treated as an S

	corporation and included the Code Section 481 adjustment in its income for 2000 and 2001, although, as an S corporation, it did not pay corporate-level income tax. It argued that it was not required to include the adjustments as built-in gain because it had elected S corporation status prior to the end of the four-year ratable inclusion period. 

	 

	Generally, S corporations are taxed on any built-in gain when an appreciated asset it held 

	as a C corporation during a 10-year recognition period is disposed. Income that an S corporation takes into account during the "recognition period," but which is attributable to periods before the corporation became an S corporation, is also treated as built-in gain. 

	 

	Reg. Section 1.1374-4(d)(1) specifically provides that Code Section 481 adjustments

	must also be taken into account during the recognition period to the extent the adjustment relates to items attributable to periods before the recognition period. For an accrual-method taxpayer, an item of income that is properly taken into account during the reco-gnition period is recognized built-in gain if the taxpayer would have included it in gross income prior to electing S corporation status. 

	 

	MMC argued that because the four-year ratable period for inclusion of its Code Section

	481 adjustments began in 1998, an accrual method taxpayer such as itself could not have taken the last two adjustments into income before 2000, when it elected S corporation status. However, the Tenth Circuit agreed with the Tax Court and the IRS that this argu-ment improperly focused on the adjustment itself, rather than on the related item that the adjustment was correcting. 

	 

	When examining whether a Code Section 481 adjustment is built-in gain, the related 

	item, not the adjustment itself is considered. The adjustment in this case reversed a 1997 deduction. The deduction arose before MMC's election of S corporation status, so the adjustment related to an item attributable to a period before the recognition period. There-fore, the entire Code Section 481, including the amounts includible for 2000 and 2001 under the four-year ratable inclusion period, related to an item attributable to a period before the beginning of the recognition period, and that adjustment was recognized built-in gain. 

	 

	UNINCORPORATED ENTITY'S ELIGIBILITY TO MAKE S CORPORATION ELECTION CLARIFIED

	 

	The IRS has clarified in two situations whether an entity, initially taxed as a partnership

	but which becomes a corporation for tax purposes, is eligible to elect to be taxed as an S corporation effective for its first tax year as a corporation (Rev. Rul. 2009-15, 2009- 21 IRB 1035). 

	 

	In the first situation, a calendar year taxpayer is formed on January 1, 2009, under State

	law as an unincorporated entity and is classified as a partnership for federal tax purposes. The entity then elects to be treated as an association for federal tax purposes on January 1, 2010. 

	 

	On February 1, 2010, the entity files an election under Code Section 1362 to be taxed as 

	an S corporation, effective January 1, 2010. Every person holding stock in the entity on January 1, 2010, also holds stock at the time the S election is made. 

	 

	In the second situation, a calendar-year taxpayer is also formed on January 1, 2009, under

	state law as an unincorporated entity that is classified as a partnership for federal tax pur-poses. However, the entity converts into a corporation under a State law formless conver-sion statute, effective January 1, 2010. As a result of the conversion, the entity is classi-fied as a corporation for federal tax purposes. 

	 

	On February 1, 2010, the entity files an election under Code Section 1362 to be taxed as 

	an S corporation, effective January 1, 2010. As in the first situation, every person holding stock in the entity on January 1, 2010, also holds stock at the time the S election is made. 

	 

	The IRS noted that in the first situation when the entity elects to be classified as an asso-

	ciation for federal tax purposes, it is deemed to contribute all of its assets and liabilities to a corporation in exchange for stock and immediately thereafter liquidate by distributing the stock to its partners. The same treatment applies in the second situation because under Rev. Rul. 2004-59, 2004-24 IRB 1050, the conversion of a partnership into a state law corporation under a state law formless conversion statute is treated as if the entity had made an election to be treated as an association. 

	 

	Thus, in both situations, the partnership's tax year is deemed to end on the last day of

	2009, and the corporation's first tax year is considered to begin on January 1, 2010. In neither situation will the partnership be deemed to own the stock of the corporation during any portion of the corporation's first tax year. 

	 

	When the unincorporated entity becomes a corporation for federal tax purposes on Janu-

	ary 1, 2010, it becomes eligible, in both situations, to elect to be taxed as an S corporation effective its first tax year. The partnership's tax year ends immediately before the close of December 31, 2009, and the corporation's first tax year begins at the start of January 1, 2010. Accordingly, the corporation will not be deemed to have an intervening short tax year in which it is a C corporation. 

	 


WORKER, RETIREE AND EMPLOYER RECOVERY ACT OF 2008
Increased S Corp failure to file penalty from $85 to $89 per shareholder per month.
Note:  the above topics were extracted from CCH’s Kleinrock Federal Tax Bulle-tins, dated November 13, 2008, November 17, 2008, February 3, 2009 and May 26, 2009.
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