Straﬁord FOR LIVE PROGRAM ONLY

S Corporation Debt: Planning Opportunities
With Shareholder Loans to S Corps

WEDNESDAY, NOVEMBER2@16, 1:00-2:50 pm Eastern
IMPORTANT INFORMATION FOR THE LIVE PROGRAM

This program is approved for 2 CPE credit hours. To earn credit you must:

A Participate in the program on your own computer connection (no sharing) dif you need to register
additional people, please call customer service at 1 -800-926-7926 x10 (or 404-881-1141 x10). Strafford
accepts American Express, Visa, MasterCard, Discover

A Listen on -line via your computer speakers.

A Respond to five prompts during the program plus a single verification code . You will have to write
down only the final verification code on the attestation form, which will be emailed to registered
attendees.

A To earn full credit, you must remain connected for the entire program.

WHO TO CONTACT DURING THE LIVE EVENT

For Additional Registrations :
-Call Strafford Customer Service 1-800-926-7926 x10 (or 404-881-1141 x10)

For Assistance During the Live Program :
-On the web, use the chat box at the bottom left of the screen

If you get disconnected during the program, you can simply log in using your original instructions and PIN.
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Sound Quality
When listening via your computer speakers, please note that the quality

of your sound will vary depending on the speed and quality of your internet
connection.

If the sound quality is not satisfactory, please e -mail sound@straffordpub.com
immediately so we can address the problem.
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Notice

ANY TAX ADVICE IN THIS COMMUNICATION IS NOT INTENDED OR WRITTEN BY
THE SPEAKERS® FI RMS TO BE USED, AND CANM
OTHER PERSON OR ENTITY FOR THE PURPOSE OF (i) AVOIDING PENALTIES THA
MAY BE IMPOSED ON ANY TAXPAYER OR (ii) PROMOTING, MARKETING OR
RECOMMENDING TO ANOTHER PARTY ANY MATTERS ADDRESSED HEREIN.

You (and your employees, representatives, or agents) may disclose to any and all persons,
without limitation, the tax treatment or tax structure, or both, of any transaction

described in the associated materials we provide to you, including, but not limited to,

any tax opinions, memoranda, or other tax analyses contained in those materials.

The information contained herein is of a general nature and based on authorities that are
subject to change. Applicability of the information to specific situations should be
determined through consultation with your tax adviser.

Strafford
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Stock Basiswvs:Debt.Basis

Stock and debt basis are used to determine the
deductibility of losses, taxation of distributions and gain o
the sale of corporate stock for anGorporation
shareholder.

Both stock and debt basis can be used to absorb losses
passed through to the shareholder, but ordering rules nee
to be followed when income and loss items are passed
through.



Computation-of-Stock Basis

The computation of stock basis is relatively straightforward and maintains

consistent ordering rules.

Beginning stock basis

+ Capital contributions

+ Income and gain items

- Distributions

- Non -deductible expenses

- Loss and deduction items (may be flip -flopped with NDEs with

irrevocable election)

= Ending stock basis

Debt basis, however, can be increased and decreased by different factors ar

in different orders.



Computation-of Debt-Basis

If debt basis has not been If debt basis has been
previously reduced previously reduced

Beginning debt basis Beginning debt basis

+ New loans to corporation + New loans to corporation

- Repaymenof debt principal (1)

+ Net increase + Net increase

- Loss and deductioitems - Loss and deductioitems

- Repayment of debt principal (2)

= Ending debt basis = Ending debt basis

(1) Where the debt principal payments are deducted depends
upon whether debt basis has been previously reduced by
losses.

(2) Repayment of reducelasis loans triggers gain recognition.



Two Important Rules of Debt Basis

1. Debt basis may only be used to absorb losses
It has no iImpact in determining If distributions
are taxable or if in determining gain or loss on
the sale of corporate stock.

2. DeDbt basis may only be used to absorb losses
after stock basis has be reduced to zero.



Net Increase/Decrease

When debt basis has been previously reduced b

loss items, it must be restored by any net increas
for the year.

The net increase/decrease only comes into play
debt basis Is being restored. If there is no debt
basis or if debt basis has not been previously
reduced bypassthroughosses, the net
Increase/decrease Is not applicable.
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Calculation-of Net Increase/Decrease

The net increase/decrease for the year Is
calculated as follows:

Sum of all income and gain items

- Distributions

- Sum of all loss and deduction items
= Net increase/decrease

Capital contributions, debt contributions and deb!
repayments are not used in computing net
Increase/decrease.
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EXAMPLE Debt Basis:Restored with. Net Increase

Loan balance at beginning of year = $20,000

Balanced Beginning of Year 5,000

Income 50,000

Total income and gain items 50,000

Charitablecontributions (2,500)

Section 179 deduction (7,500)

Total loss and deduction items (10,000)

Net increase/(decrease) 40,000

Increase by net increase 15,000 25,000

Balance 6 End of year /0,000 25,000

Debt basis restored with net increase up to loan
balance at beginning of year.

Remaining net increase used to restore stock basis.
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EXAMPLE Debt Basis:Restored with! Net
Increase and Net Increase Includes: Distributions

Beginning of the year loan balance = $20,000

Balanceé Beginning of Year 5,000

Income 50,000

Total income and gain items 50.000

Distributions (10,000)

Charitablecontributions (2,500)

Section 179 deduction (7,500)

Total loss and deduction items (10,000)

Net increase/(decrease) 30,000

Increase by net increase 15,000 15,000
Balance 6 End of year 20,000 15,000

Distributions may only be applied against debt
basis when they are part of a net increase.
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What Happens'if There is aNetDecrease

Three general rules to follow when there is a net decrease:

1. Debt basis is not restored even if the corporation passes through
Income and gain items.

2. You must break out income and gain items, distributions and loss
and deduction itemsyou cannot reduce stock or debt basis by a net
decrease.

3. If there are distributions when there is a net decrease, they may
only be used against stock basis (contrast this to the example earliel
when distributions are included as part of a net increase).
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EXAMPLE Net Decrease; No-Stock Basis

Beginning of the year loan balance = $20,000

Balanceé Beginning of Year 15,000

Income -0-

Total income and gain items -0-

Ordinary loss (10,000)

Charitablecontributions (2,500)

Total loss and deduction items (12,500)

Net increase/(decrease) (12,500)

Decrease by loss and deduction items (12,500) -0-
Balance 0 End of year 2,500 -0-

With a net decrease, we cannot simply reduce basis by the net
Decrease. The iIitems must Dbe broke
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EXAMPLE Net Decrease With-Stock Basis
Beginning of the year loan balance = $20,000

Balanceé Beginning of Year 15,000 10,000
Income 10,000

Total income and gain items 10,000

Ordinary loss (15,000)

Charitablecontributions (7,500)

Total loss and deduction items (22,500)

Net increase/(decrease) (12,500)

Increase by income and gain items 10,000

Subtotal 20,000

Decrease by loss and deduction items (2,500) (20,000)

Balance 6 End of year 12,500 -0-

.1l oss and deduction iItems are

basis first if available.

Net increase >>> Restore debt basis first with net increase
Net decrease >>> Break out items and increase/reduce stock
basis first



EXAMPLE Net Decrease With!Distributions,; No Stock Basis
Beginning of the year loan balance = $20,000

| | Devtsass Stock Basis

Balanced Beginning of Year 15,000 -0-
Income -0-
Total income and gain items -0-

_>Excess distributions;

PiElBleT Gty cap gain to shareholder

Ordinary loss (10,000)

Charitablecontributions (2,500)

Total loss and deduction items (12,500)

Net increase/(decrease) (15,000)

Decrease by loss and deduction items (12,500) -0-
Balance 0 End of year 2,500 -0-

Since there is a net decrease , distributions may not be used against debt basis.
Only $12,500 of the $15,000 net decrease may be used against debt basis.

In this situation, since there is a net decrease with distributions and
no stock basis, the distributions will be taxable to the shareholder as a capital
gain.
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EXAMPLE Net Decrease With!Distributions and:Stock: Basis
Beginning of the year loan balance = $20,000

| | oebsass Stock Basis

Balanced Beginning of Year

Income

Total income and gain items
Distributions

Ordinary loss

Charitablecontributions
Total loss and deduction items

Net increase/(decrease)

Decrease by distributions

Subtotal

Decrease by loss and deduction items

Balance 6 End of year

15,000 2,500

- 0 -

-0-
(2,500)

(10,000)

(2,500)
(12,500)
(15,000)

(2,500)
15,000 -0-
(12.500)
2,500 -0-

Same situation as previous slide, but there is stock basis available to

absorb the distributions.
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EXAMPLE Net Decrease in-Excess of Debt Basis
Beginning of the year loan balance = $20,000

Balanced Beginning of Year 10,000

Income -0-

Total income and gain items -0-

Ordinary loss (120,000)

Charitablecontributions (2,500)

Total loss and deduction items (12,500)

Net increase/(decrease) (12,500)

Decrease by loss and deduction items (10,000)

Balance 0 End of year -0- -0-
Suspended loss (2,500)

Loss and deduction items in excess of debt basis are suspended and
carried forward.
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Repaying 'Shareholder l.oans

The general rule is when a corporation repays a shareholder loan where the debt basi
Is less than the face value of the loan, the shareholder must recognize a portion of the
repayment as income.

Yet most practitioners do not consider the reduced debt basis when the shareholder
loans are repaid because they do not consider loan repayments a taxable event.

When shareholder loans are repaid, where the repayment falls in the debt basis orderi
rules depends on whether the debt basis is less than the face value of the loan.

If the debt basis = face value of loan, loan repayments are deducted first in computing
debt basis.

If the debt basis < face value of loan, loan repayments are deducted last in computing
debt basis.
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EXAMPLE Repaying Shareholder Loan When Debt Basis = Face Value of loan

Beginning of the year loan balance = $20,000

Balanceé Beginning of Year 20,000

Loanrepayment $20,000 (20,000)

Income 30,000

Total income and gain items 30,000

Charitablecontributions (10,000)

Total loss and deduction items (10,000)

Net increase/(decrease) 20,000

Increase by income and gain items 30,000
Subtotal -0- 30,000
Decrease by loss and deduction items (10,000)
Balance 0 End of year -0- 20,000

1) Since debt basis has not been reduced by previous losses, debt repayments are
deducted first before income and loss items are taken into consideration.

2) Since the loan repayment reduced debt basis to zero first, all income and loss
items are allocated to stock basis.
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EXAMPLE Repaying Shareholder Loan When Debt Basis < Face Value of Loan and Net Increa

Beginning of the year loan balance = $20,000

| | oemsass Stock Basis

Balanceé Beginning of Year 5,000
Income 25,000

Total income and gain items 25,000
Charitablecontributions (12,000)

Total loss and deduction items (12,000)

Net increase/(decrease) 13,000

Increase by net increase 13,000
Subtotal 18,000
Loan repayment - $20,000 (18.000)
Balance 0 End of year -0- -0-
Gain on loan repayment 2,000

1) Since debt basis has been previously reduced, debt repayments are deducted
at the end of the debt basis computation.

2) Net increase is allocated to debt basis, but in this situation it only restores
debt basis up to $18,000.

3) Since loan repayment of $20,000 is greater than debt basis of $18,000, the

shareholder will recognize a gain on the repayment of $2,000.
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EXAMPLE Repaying /'Shareholder LoanWhen
Debt Basis < Face Value of l.oan and Net Decrease

Beginning of the year loan balance = $20,000

Balance Beginning of Year 10,000 2,000
Income 8,000

Total income and gain items 8,000

Charitablecontributions (13,000)

Total loss and deduction items (13,000)

Net increase/(decrease) (5,000)

Increase by income and gain items 8,000
Subtotal 10,000 10,000
Decrease by loss and deduction items (3.000) (10,000)
Subtotal 7,000 -0-
Loan repayment - $20,000 (7.000)

Gain on loan repayment 13,000

With the net decrease, income and loss items have to be
allocated to stock basis first.
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Repaying 'Shareholder L.oarPartiallRepayment

When an Scorporation makes a partial repayment on reduced basis debt, the
repayment will generate a gain to the shareholder unless the debt basis is
completely restored.

The formula to compute the gain on a partial repayment when debt basis ha:
not been completely restored is as follows:

Loan repayment amount X Previous Reduction in Debt Basis = Gain on repayment
Face value of loan

Example:
Face value of loan: $ 100,000
Debt basis: $ 45,000

Loan repayment amount: $ 30,000

$30,000 x _$55,000 = $16,500 Gain on repayment
$ 100,000
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EXAMPLE Partial l.oan:Repayment
Beginning of the year loan balance = $100,000

| | oebsass Stock Basis

Balanceé Beginning of Year 45,000

Income 10,000

Total income and gain items 10,000

Distributions (15,000)

Net increase/(decrease) (5,000)

Increase by income and gain items 10,000
Subtotal 45,000 10,000
Decrease by distributions (10,000)
Subtotal 45,000 -0-
Loan repayment - $30,000 (13,500)

Balance 0 End of year 31,500 -0-
Excess distributions & capital gain 5,000
Gain on loan repayment 16,500

Since there is a net decrease, debt basis cannot be restored and income and loss items must
be applied to stock basis first.

Even though the loan repayment amount is less than debt basis, a portion of the repayment
will be taxable gain because debt basis was not restored back up to the face amount of the
loan.

$30,000 loan repayment x  $55,000 debt basis reduction = $16,500 gain on loan repayment
$100,000 face value of loan




EXAMPLE Partial Loan:Repayment With.Debt Basis Fully: Restore
Beginning of the year loan balance = $100,000

Debt Basis Stock Basis

Balanced Beginning of Year 45,000 -0-
Income 85,000

Total income and gain items 85,000

Distributions (15,000)

Net increase/(decrease) 70,000

Increase by net increase 55,000 15,000
Subtotal 100,000 15,000
Loan repayment - $30,000 (30.000)

Balance 0 End of year 70,000 15,000
Gain on loan repayment -0-

Since there is a net increase, debt basis is restored to face amount of
loan.

In this case, even though there is a partial loan repayment, since debt
basis was fully restored, there is no gain on the loan repayment.
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Debt basisand repayment of

shareholder doans-contrasted with
distributions

. Debt Basis
BRemember

The shareholder's basis in a loan advanced to the

corporation starts with the actual amount of
money the lent.

This Is the principal amount of the loan.

1 In order for a shareholder to have basis in the loan, the loa
mu s t bora fide indebtedness of the S corporation tha
runs directly to the shareholdér ( Regul at i on
1.13662(a)(2)().
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Debt basis- Guarantees

. Merely guaranteeing a loan to a third party is no
sufficient for establishing debt basis.

. However, if the shareholder actually makes a
payment on a loan that the shareholder
guaranteed, that payment increases the
sharehol der 0s debt ba:

. SInce these payments come from the sharehold
those payments would be reflected outside of th:
S corporationodos books

CAskabout sharehol der os p
loans as part of your organizer or intakaterview
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Debt basis- Guarantees

. 0Special rule for guarantees.A shareholder
does not obtain basis of indebtedness in the S
corporation merely by guaranteeing a loan or
acting as a surety, accommodation party, or in ar
similar capacity relating to a loakihen a
shareholder makes a payment on bona fide
Indebtedness of the S corporation for which the
shareholder has acted as guaranéonn a similar
capacitythen the shareholder may increase the
shareholder's basis of indebtednéasthe extent
of that payment. o0 (-Rec

2(a)(2)(ih))
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Loan repayments-contrasted with

Distributions

. As the loan Is repaid, part of the loan
payment goes to principal and part goes
to interest. The repayment of principal
reduces the loan's basis.
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Loan repayments-contrasted with

Distributions
. A distribution does not reduce debt basis

. "When determining the taxability of a

nondividend distribution, the shareholde
ooks solely to his/her stock basis (debt
nasis IS not considered).

- https./ivww.irs.gov/businesses/small
pusinesseseltemployed/scorporation
stock-anddebt-basis
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Loan repayments-contrasted with

Distributions

The corporation repays the loan The corporation pays a distribution

Principal payment reduces detdsis Distributionsreduce stock basis but

A not deductible to the corporation not debt basis.
A taxable as gain to the extentthe A not deductible to the corporation

payment exceeds debt basis to th A taxable as gain to the extent
shareholder distributions exceed stock basis t

the shareholder

Interestpayment is deductible to the
corporation and income to the
shareholder
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Special Circumstances
Terminations

Ter mi nati on of sharehol der 0s

B Normally, debt basis and basidjustments are calculated as of the closce
of the tax year.

BButwhen a sharehol derds i1 nterest
adjust ments are calcul ated | mme

interest in the S corporation is terminated

B olf a shareholder terminates his or her interest in the corporation
during the taxable year, the rules of this paragraph (b) are applied witt
respect to any indebtedness of the S corporation held by the
shareholder immediately prior to the termination of the shareholder's
i nterest I n (Regdationosegion L.13&b)EN) . 6
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Special Circumstanc@sOpen

Account Debt
. Open Account Debt

BMeans the loan isot evidenced by separate

written instrumentsand repayments on the
advances

BCounts as a single loafithe principal amount
does not exceed $25,000

B(Regulations section 1.13&(a)(2).)

BNet together all advances and repayments
during the tax yeato determine the amount
of any net advance or net repayment for the
year. Regulations sectioh.136/2(d)(2).)
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V. SpeciaCircumstance®

Multiple l.oans
. Multiple Loans from the same shareholder

BBasis reductions

are applied to each loain the same proportiorthat the
basis of each loan bears to the aggregate basis of all
loans. Regulations sectioh.13672(b)(3).)

‘BBasis restorations

are appliedirst to any loan on which there would
otherwise be gaimealized on the loan repayment.

The remainder is appliegroportionally (Regulations
section1.13672(c)(2).)
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. The primary planning opportunities for
shareholder loans:

l.to preserve each sh
of ownershipwhile at the same time
enabling one shareholder to contribute
additional capital to the corporation.

2. 1o restore debt basiat the end of the year
so that the shareholder can have losses
flow-through

3. Deciding whether toorepay shareholder
loans instead of distributions
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