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James Fellows explores some of the recent debt-basis controversy 
surrounding S corporations. In particular, he looks at the 

continuing saga of debt guarantees by a shareholder, as well as 
loans to an S corporation from other entities controlled by the 

same S corporation shareholder.

Introduction
Code Sec. 1366(a)(1) allows a shareholder of an S 
corporation to deduct in his personal income tax 
return any losses passed through to him from an S 
corporation. However, Code Sec. 1366(d)(1) limits 
the amount of the losses currently deductible to the 
shareholder’s tax basis in the S corporation, defi ned 
as this adjusted basis of the stock in the corpora-
tion plus the adjusted basis of any indebtedness 
of the corporation to the shareholder. Any loss not 
currently deductible is suspended under Code Sec. 
1366(d)(2) and can be carried forward indefi nitely 
until the shareholder obtains additional basis in the 
S corporation. 

There is little controversy surrounding the share-
holder’s adjusted basis in his stock, i.e., his stock 
basis. Either he has made a capital contribution to the 
corporation or he has not. The funds to purchase the 
stock can even come from borrowed funds. This was 
recently affi rmed once again in the Gleason decision 
by the U.S. Tax Court.1 In that case, the shareholder 
borrowed over $6 million from a bank to purchase 

the stock in two new S corporations. The IRS had 
questioned whether the shareholder was actually the 
true debtor on the loan rather than the corporation 
itself, but the facts of the case clearly indicated that 
the shareholder was the debtor, so he was allowed to 
deduct over $6 million of losses due to this approved 
tax basis in his stock.

Although there can certainly be some “gray issues” 
on the matter of stock basis, the vast majority of 
litigation over shareholder basis relates to whether 
the shareholder has basis for loans made to the S 
corporation. Is a corporate debt to a third party, in 
economic substance, a debt of the corporation to 
the S corporation shareholder? If this connection can 
be made, then the shareholder obtains basis for the 
debt to support the deduction of S corporation losses 
passed through to him. 

This article explores some of the recent debt basis 
controversy. In particular, it looks at the continuing 
saga of debt guarantees by a shareholder, as well as 
loans to an S corporation from other entities con-
trolled by the same S corporation shareholder. Are 
these loans, in essence, advances from the sharehold-
er himself to the S corporation? At the outset, it should 
be noted that shareholders will fi nd it extremely dif-
fi cult to argue successfully that debt guarantees and 
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related party debt provide them with basis in the S 
corporation. Still, the courts are sometimes willing to 
look at the true economic substance of the transac-
tion, and in a few instances shareholders have been 
accorded tax basis for such debt. These instances 
are rare, however, so shareholders and their counsel 
should not count on using similar methods to obtain 
basis in the S corporation.

Debt Guarantees Redux
Despite continued rejection by the courts, sharehold-
ers continue to assert that their personal guarantee of 
S corporation debt to third parties should give them 
tax basis in the corporation. Shareholders have gen-
erally advanced two separate arguments here. On 
the one hand, they argue 
that the loan from the 
creditor to the S corpora-
tion is, in reality, a loan 
to the corporation from 
the shareholder, because 
the shareholder has guar-
anteed the debt, and/or 
perhaps signed as co-ob-
ligor on the loan, and/or 
personally granted the 
creditor a security interest 
in his own property. If the debt is in substance a debt 
to the shareholder, this would provide him basis in the 
S corporation through an increased loan basis. On the 
other hand, shareholders might argue, sometimes at 
the same time they make the fi rst argument, that the 
guaranteed debt is, in reality, a loan from the creditor 
to the shareholder, followed by a contribution of capi-
tal by the shareholder to the corporation. This would 
increase the shareholder’s stock basis. Regardless of 
the position taken, shareholders uniformly have been 
denied basis for such guarantees.

The Selfe Distraction
The continuing litigation over debt guarantees by 
shareholders is undoubtedly inspired by the Eleventh 
Circuit’s decision in Selfe.2 To date, this is the only 
decision to grant any shareholder any tax basis in 
the S corporation for making a personal guarantee of 
corporate debt. But as subsequent courts have con-
tinually pointed out, Selfe was a unique and distinct 
set of facts and the decision established exceedingly 
narrow parameters for the shareholder. Unfortunately 
it opened a “Pandora’s Box” of litigation.

The facts in the case involved a sole proprietor 
who incorporated her existing business as an S cor-
poration. While conducting the business as a sole 
proprietorship, the owner had borrowed funds from 
a commercial bank in her own name and secured 
by property that she owned. When she incorporated 
the business she transferred the debt into the corpo-
ration so that the corporation became the primary 
obligor on the debt. The bank required that the 
shareholder personally guarantee the debt and to 
continue to secure the debt with her own property 
outside the corporation.

The Eleventh Circuit opined that, based on these 
facts, the bank was looking to the shareholder as 
the primary obligor on the note, foremost because 
the bank had lent the money to her personally 

to begin with, prior to 
the incorporation of her 
business. Indeed, the 
court heard testimony 
from a bank offi cer that 
this was the bank’s view 
of the matter. Because 
the shareholder was, in 
substance, still the pri-
mary obligor on the note 
to the bank, the court 
held that the shareholder 

should be entitled to tax basis in her S corporation 
for the amount of the debt.

The Economic Outlay Doctrine
Despite the success of the taxpayer in Selfe, the 
IRS and the courts have continually struck down 
repeated attempts by shareholders to transform debt 
guarantees or co-obligations as providing basis in 
the S corporation.3 In rejecting these claims, the 
courts have established what has become know as 
“the economic outlay doctrine.”4 Under this judicial 
doctrine, shareholders are allowed no increase in 
basis (regardless of whether they are asserting an 
increase in loan basis or stock basis) until they actu-
ally make some type of investment or expenditure 
that, when fully consummated, leaves them poorer 
in a material sense.5 

A mere personal guarantee does not do this. Nor, 
according to the courts, does being a co-obligor along 
with the S corporation, or even using the shareholder’s 
own personally owned property to collateralize the 
loan. What is necessary to obtain basis in this situation 
is for the corporation to default on the loan so that the 

Although there can certainly be 
some “gray issues” on the matter 
of stock basis, the vast majority 

of litigation over shareholder basis 
relates to whether the shareholder 

has basis for loans made to the 
S corporation. 
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bank or other creditor now requires the shareholder 
to make good on the note. Even then, the shareholder 
receives no tax basis in the S corporation until he 
actually makes a payment to the bank to satisfy the 
loan. The mere default by the S corporation, with the 
shareholder now becoming the primary obligor, does 
not establish tax basis. To achieve any tax basis in the 
S corporation requires the shareholder to start paying 
down the loan to the bank.6 

For example, assume that Sally Shareholder is the 
sole shareholder of an S corporation. She personally 
guarantees a $100,000 loan made by a commercial 
bank to the corporation. The corporation defaults 
on the loan and the bank now looks to the personal 
guarantee of Sally for eventual payment. According 
to the economic outlay doctrine, there is no increase 
in Sally’s tax basis in the corporation from this mere 
transfer of liability. Only when Sally begins to pay 
down the debt to the bank, when she is making an 
economic outlay, is there any increase in her basis 
in the S corporation.

For instance, if Sally pays off $20,000 of the debt 
within the next few months, she has an increase of 
$20,000 in her basis in the S corporation. One po-
tential characterization of this payment would be that 
Sally made a capital contribution, increasing the basis 
of her stock, so the following journal entries on the 
corporate books would be made when this $20,000 
payment, and each subsequent payment, is made.

Note Payable—Bank                       20,000
    Capital Contribution 20,000

Under the economic outlay doctrine, the corpora-
tion should still continue to show the note payable to 
the bank on its books, with each subsequent payment 
by Sally charged against this balance with an equal 
increase in paid-in capital from Sally.7

Alternatively, Sally could be subrogated to the 
Bank’s position with respect to each payment she 
makes, so that the increase in Sally’s basis could 
be construed as a debt of the corporation to Sally, 
thereby resulting in the following journal entry:

Note Payable—Bank                       20,000
    Note Payable—Sally 20,000

Shareholders and their counsel may feel this de-
lay of basis increase until actual payment on the 
note is made is really neither fair nor logical. After 
all, isn’t Sally now “on the hook” for the entire 
$100,000? Following the Selfe doctrine, doesn’t 
the bank now look to Sally as the primary obligor 

on the debt? These are good questions, but both the 
IRS, in Rev. Rul. 70-50, and the courts, in numerous 
decisions, have stated that there is no basis increase 
until actual payments on the note are made. The 
reasoning here is that although the shareholder is 
now making payments to the bank as guarantor, the 
corporation is still the formal debtor on the loan. 
As long as that is the legal situation, there is no 
basis increase to the shareholder until payments 
are made as guarantor.

Note Substitution as Basis Creation
However, there is a solution to Sally’s dilemma. 
Rev. Rul. 75-144 states that if the shareholder 
formally substitutes her own note to the bank in 
replacement of the corporation’s note, relieving the 
corporation of all present and future liability to the 
bank, this will enable the shareholder to achieve 
full tax basis for the entire amount of the note.8 
Thus, if Sally follows this approach, she will have 
her basis increase of $100,000 immediately, with 
the corporation recording the following entry on 
its books, assuming that Sally wishes to treat her 
basis increase as a capital contribution and thus an 
increase in her stock basis.

Note Payable – Bank                      100,000
    Capital Contribution 100,000

This procedure has been upheld in several court 
decisions, most recently by the Tax Court in its 
Miller decision.9 The facts in this case involved a 
shareholder in an S corporation who had originally 
guaranteed a $1 million debt of the S corporation to 
a commercial bank. The shareholder even used his 
personal residence as security for the loan. However, 
this mere guarantee was not suffi cient to establish ba-
sis in the S corporation. In order to obtain tax basis for 
numerous and sundry losses from the corporation, the 
shareholder’s tax advisor counseled him to arrange 
with the bank to have his own note substituted for that 
of the corporation. The bank agreed to do this, but 
only if the new note were guaranteed by the corpora-
tion. In other words, the shareholder and corporation 
just exchanged positions. On the corporate books the 
following journal entry was made:

Note Payable—Bank                      1,000,000
    Note Payable—Shareholder 1,000,000

The shareholder then deducted the losses on his 
individual income tax return. The IRS denied the loss 
deductions, arguing that the shareholder did not have 
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the suffi cient basis in the S corporation. The IRS did 
not view the agreement with the bank as suffi cient 
to make the shareholder the true debtor on the note, 
arguing that because the corporation now guaranteed 
the loan, it was in substance still the true debtor. 

The court, however, cited Rev. Rul. 75-144 and its 
earlier decision in Gilday to grant the shareholder 
the basis increase.10 In the court’s view, as long as 
the note substitution completely eliminated the 
S corporation as primary obligor to the bank, the 
fact that the corporation guaranteed the debt was a 
moot point. The facts of the case clearly indicated 
that the note from the shareholder to the bank was 
a recourse debt, with the shareholder also continu-
ing to secure the note with his personal residence 
and other personal as-
sets. In the court’s view, 
the shareholder was the 
primary obligor, in fact 
and in substance, and was 
allowed the basis increase 
and the corresponding 
loss for the corporate de-
ductions passed through 
to him.

The Maloof Decision
The current judicial doctrine on debt guarantees is 
thoroughly summarized in the recent decision of the 
Sixth Circuit in Maloof.11 The shareholder in Maloof 
was the sole owner of several S corporations, all of 
which had been incurring losses. The corporations 
had borrowed $4 million in total from a commercial 
bank. The shareholder was also the co-obligor on the 
loan, and pledged a $1 million life insurance policy 
as collateral as well as pledging all of his shares of 
stock in the various S corporations. The shareholder 
used all $4 million of the loan as tax basis for claim-
ing deductions in his personal tax return. The IRS 
disallowed all of these deductions and the Tax Court 
agreed with the IRS. The taxpayer then appealed to 
the Sixth Circuit Court of Appeals.

In its decision, the appellate court affi rmed the 
lower Tax Court decision denying the shareholder 
any basis for his personal guarantee of $4 million 
corporate debt to the commercial bank. In its opinion, 
the Sixth Circuit cited a long litany of cases wherein 
the shareholder was denied tax basis for personally 
guaranteeing corporate debt. The fact that the share-
holder co-signed on the note and placed personal 
property as collateral for the debt did not suffi ce to 

give him basis. None of this constitutes the requisite 
“economic outlay” that is necessary to obtain basis in 
the S corporation. Only if the bank had called upon 
the shareholder to perform on this guarantee would 
basis be granted. 

The court also rejected the shareholder’s claim that 
he should have basis under the Selfe doctrine, i.e., 
that the bank really considered the shareholder the 
primary obligor on the note. The court noted that 
the Selfe court established an extremely narrow set 
of facts in which a guarantee would constitute basis. 
Basically this would occur only under the conditions 
found in Selfe, wherein the shareholder had actually 
borrowed the funds personally before incorporating 
her business. The debt was then transferred into the 

corporation as part of 
the corporate formation. 
Nothing of that sort was 
found from the fact pattern 
in Maloof. Indeed, it was 
clear from the facts of the 
case that the bank looked 
primarily to the corpora-
tion for repayment. After 
all, if the bank had looked 

to the shareholder as the primary obligor, why did it 
not lend the money directly to the shareholder, with 
the funds being contributed or lent to the corporation 
by the shareholder? Such a revised debt structure 
would have achieved the same business purpose, 
but probably would have generated tax basis for the 
shareholder. The fact that this obvious solution to the 
problem was not undertaken substantiates the court’s 
opinion that the bank did not look to the shareholder 
as the primary obligor on the note.

The Maloof decision states the obvious. Shareholder 
guarantees of debt do not constitute tax basis in the S 
corporation except under the extraordinarily narrow 
fact pattern described in Selfe. Only actual payments 
on the note, so-called “economic outlays,” create tax 
basis. Alternatively, following Rev. Rul. 75-144, as 
affi rmed in such cases as the recent Miller decision, 
a substitution of the shareholder’s own note for that 
of the corporation may suffi ce to create tax basis. 

Indeed, one can almost read the courts’ frustra-
tion at taxpayers in some of the recent opinions, as 
taxpayers continue to litigate what the courts feel is 
a settled issue. Many S corporation shareholders and 
their counsel have gotten the message on the tax fal-
lacy of such guarantees. However, perhaps because 
of this “lost cause” on debt guarantees, imaginative 
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tax planning has now focused on another issue that 
is making its way through the judicial process, viz., 
the S corporation borrowing funds from another 
entity controlled by the same shareholder. Is this, in 
substance, an advance to the S corporation from the 
controlling shareholder, providing the shareholder 
basis in the S corporation? As discussed below, it is 
diffi cult to achieve basis in the S corporation in this 
manner, but one must look at the economic substance 
of the transaction before reaching this conclusion.

Loans from Related Party 
Entities: The Case of the 
Incorporated Pocketbooks

The related-party issue can be described by the 
following scenario. Suppose that Sally is the sole 
shareholder of two S corporations, A and B. Corpo-
ration A has substantial losses while Corporation B 
has been earning signifi cant profi ts and has an ample 
cash position. Sally’s tax basis in A is $0.00, and she 
has $100,000 of suspended losses from A. Sally’s tax 
basis in B is $250,000. Sally now directs B to loan 
$100,000 to A. The loan is a direct advance from B 
to A, as shown by the journal entries on the books 
of the two corporations.

Corporation A:
Cash                                           100,000
   Note Payable—B 100,000

Corporation B:
Note Receivable—A                   100,000
   Cash 100,000

Is there any likelihood that Sally can increase her 
tax basis in A because of this loan from B? The answer 
to this is no, not in the way the transaction is currently 
structured. The IRS and the courts have been steadfast 
in denying any basis increase for the shareholder in a 
scenario such as depicted above. The essence of their 
denial is in the form of the transaction. The books of 
both companies are treating the debt as being from 
one entity to another, without any intermediate share-
holder involvement in the transfer of funds. Basically, 
if a shareholder controls two corporations, and the 
form of the transaction shows that the two corpora-
tions are the debtor and creditor, then that form must 
stand.12 In other words, in the eyes of the courts, the 
transaction is to be given its tax effect in accord with 
what actually occurred and not in accord with what 

might have occurred.13 If a controlling shareholder 
arranges a transaction in a particular form, she cannot 
then argue that the form is not the true substance of 
the transaction. Given her control of the two entities, 
the form could have been easily adapted to match 
the economic substance, if indeed that substance was 
different than its form.

Assume, however, that Sally directs both Corpora-
tion A and B to record the following, even though the 
funds were advanced directly from B to A.

Corporation A:
Cash                                             100,000
   Note Payable—Shareholder 100,000

Corporation B:
Note Receivable—Shareholder      100,000
   Cash 100,000

Sally will now argue that the true substance of the 
transaction is that B loaned her the money, which 
she then loaned to A. Only the intermediate step of 
B actually dispensing funds to Sally, which she then 
loans to A, is missing. But is that formality, that in-
termediate step, really necessary? Are the foregoing 
journal entries now suffi cient to provide Sally with tax 
basis in A? The answer to that question, like so many 
other questions of tax law, is that it depends on who 
you ask. In this case, the person you ask is the sitting 
judge hearing the case. The facts and circumstances 
surrounding the shareholder and her controlled cor-
porations must be clearly determined. 

The courts will look at these so-called “back-
to-back” loans to determine their true economic 
substance. If the court feels that the facts support the 
argument that the shareholder has really advanced 
funds to the loss corporation, then the mere formal-
ity of the funds having to go through her hands is 
not important. Important in their decision will be 
the judicial doctrine of “incorporated pocketbooks.” 
Only if the creditor corporation is considered an “in-
corporated pocketbook” of the shareholder will tax 
basis be accorded her. Two decisions by the U.S. Tax 
Court provide the substance of this doctrine.

The Culnen Decision
The essence of the judicial doctrine of the “incor-
porated pocketbook” is that the shareholder and 
her corporations are so intertwined that they are 
just one economic group, even if they are separate 
legal entities. It is therefore possible that one of the 
corporations is really just acting as an agent for the 
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shareholder by paying personal expenses and mak-
ing other expenditures or disbursements on behalf 
of the shareholder. In Culnen, the taxpayer was the 
majority shareholder in an S corporation that was 
engaged in the restaurant business.14 The S corpo-
ration was very unsuccessful, and passed through 
over $1 million of losses to the shareholder before it 
fi led for bankruptcy. The taxpayer was also was the 
sole shareholder of a highly profi table C corporation 
engaged in the insurance business. On 46 different 
occasions during the years at issue, the C corpora-
tion loaned the S corporation over $4 million. These 
were all direct transfers to the S corporation by the C 
corporation. On the books of the C corporation, the 
advances were treated as a loan to the shareholder. 
On the books of the S corporation, they were treated 
as loans from the shareholder. The journal entries for 
each advance can be summarized below. 

C Corporation:
Note Receivable—Shareholder                 XXX
 Cash XXX

S Corporation:
Cash                                                         XXX
 Note Payable—Shareholder XXX
The C corporation also paid out nearly $2 million 

for personal expenses of the shareholder that were 
not related to the S corporation. This made a grand 
total of over $6 million of funds disbursed by the C 
corporation for personal use by the shareholder.

The IRS denied the shareholder the loss deduc-
tions from the S corporation. The IRS asserted that, 
notwithstanding the manner of recording the loans, 
the transactions really were direct transfers between 
the two corporations and should be treated as such 
under tax law, i.e., as a receivable and a payable 
strictly between the two corporations. The form of 
the transaction should be honored.

The Tax Court, however, allowed the shareholder 
to deduct the losses. The court disagreed with the 
IRS contention that direct transfers between entities 
automatically precluded the shareholder from achiev-
ing tax basis for such transfers. Rather, said the court, 
each case must be determined on its facts. In the vast 
majority of those cases the facts will support the IRS.15 
But where the facts clearly show that the shareholder 
has historically used his controlled corporations to 
dispense large amounts of funds to pay personal ex-
penses and make investments on the shareholder’s 
behalf, and this policy has been practiced for a pro-
tracted period of time and in signifi cant amounts, 

the facts lean toward a decision for the shareholder 
obtaining basis. It is a case of “incorporated pock-
etbooks,” i.e., where the corporation ends and the 
individual begins is, in an economic sense, so vague 
that in essence the two are one and the same, viz., 
one combined economic group.

In the court’s view, this was the situation in Cul-
nen. Signifi cant amounts of personal expenses and 
investments were made on behalf of the shareholder 
by using the funds of the C corporation. There were 
over $2 million in personal expenses paid by the 
C corporation on behalf of the shareholder that 
had nothing to do with loans to the S corporation. 
The economic substance of the transaction, in the 
eyes of the court, was that the C corporation was 
temporarily loaning money to the shareholder for 
various purposes, without going through the formal-
ity of advancing funds directly to him for use at his 
discretion. The C corporation was the proverbial 
“incorporated pocketbook” with the shareholder 
using the company accounts as if they were his 
personal checkbook.

The absence of a formal process, whereby the C 
corporation would loan money to the shareholder, 
who then would loan the money to the S corporation, 
was not fatal to the court’s conclusion. The journal 
entries noted above, made by both corporations, 
were accepted as a refl ection of reality by the court. 
The shareholder was able to deduct the losses passed 
through from the S corporation.

The Yates Decision
In Yates, the Tax Court reached a similar decision 
under its “incorporated pocketbook” doctrine.16 The 
fact pattern in Yates involved a taxpayer who was the 
sole shareholder in two S corporations, Corporation 
AD and Corporation FT. Corporation AD was a suc-
cessful enterprise with large amounts of undistributed 
earnings in the corporate accumulated adjustment 
account (AAA). Corporation FT was generating at 
continual and signifi cant losses. Over the years at 
issue, the shareholder had written over $4 million 
of checks on the AD account, using the money for 
personal expenses unrelated to either AD or FT. In 
total, there were 522 such checks. These disburse-
ments were accounted for as distributions from the 
corporate AAA to the shareholder, and constituted 
tax-free recovery of his stock basis.17 

In addition to these checks for shareholder personal 
expenses, AD also transferred directly to FT over $4.3 
million to help it meet operating expenses. More than 
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half, $2.78 million, was recorded on the books of AD 
as a distribution to the shareholder out of AAA, while 
the remainder, $1.56 million, was recorded as a loan 
from AD to the shareholder. In all cases, the amounts 
were then recorded on the books of FT as either a 
contribution to capital from the shareholder or a note 
payable to the shareholder. The journal entries of the 
two corporations can be summarized as follows:

Corporation AD:
AAA                                                         XXX
 Cash XXX
 or
Note Receivable—Shareholder                 XXX
 Cash XXX

Corporation FT:
Cash                                                         XXX
 Contributed Capital XXX
 or
Cash                                                         XXX
 Note Payable—Shareholder XXX

Using these direct advances for tax basis in FT, 
the shareholder deducted signifi cant losses passed 
through from FT on his individual income tax return. 
The IRS denied these loss deductions, arguing that the 
direct transfers from AD to FT did not establish basis 
for the shareholder. The Tax Court, citing its earlier 
decision in Culnen, disagreed with the IRS and al-
lowed the loss deductions for the shareholder.

The court looked at the long history of the share-
holder’s personal use of the corporate funds of AD, and 
found as credible several witnesses who were either 
bookkeepers or CPAs for the two corporations, all of 
whom testifi ed that the taxpayer had historically used 
AD an “incorporated pocketbook.” Once again, the 
court looked at the economic substance of the direct 
transfers, and, as in Culnen, it found that the substance 
of the transaction matched its form. The journal entries 
on the books of both corporations summarized suc-
cinctly the underlying economics of the transactions. 
The shareholder was allowed the requisite basis for 
deducting the losses passed through from FT.

Loans from Related-Party 
Entities: Recent Judicial History
The Tax Court decisions in Culnen and Yates have 
left a narrow opening to taxpayers who wish to 
assert that debt to an S corporation from a related-
party entity constitutes shareholder basis in the S 

corporation. But it is a narrow opening, at best. 
As both decisions conclude, the taxpayer must 
prove to the court that the related-party entity that 
is serving as creditor must be an “incorporated 
pocketbook” of the taxpayer, merely serving as a 
de facto agent for the taxpayer. Two recent deci-
sions by the Tax Court point out to taxpayers that 
obtaining tax basis for related-party debt is a dif-
fi cult process.

The Kaplan Decision: 
The Fact Pattern
In Kaplan, the taxpayer was the sole shareholder 
of several S corporations that were engaged in real 
estate development.18 One of these corporations 
(“Loss Corporation”) sustained heavy losses dur-
ing the years at issue. In order to create tax basis 
in the loss corporation, the shareholder took the 
following steps. 

First, he personally borrowed $800,000 from a 
commercial bank. The loan matured in one month, 
payable in full. The loan was collaterized by accounts 
at the same bank of two other S corporations owned 
by the shareholder. For the sake of simplicity, these 
two corporations are designated here as one entity, 
Profi t Corporation. These two corporate accounts 
were opened at the time of the loan solely for the 
purposes of facilitating the loan between the share-
holder and the bank. Both deposit accounts of Profi t 
Corporation had zero balances at the time the loan 
was made. Loss Corporation also had a separate ac-
count at this same bank. 

On the same day, the loan was granted to the 
shareholder he deposited the $800,000 into the ac-
count of Loss Corporation. This was recorded on the 
corporate books as follows:

Loss Corporation:
Cash                                             800,000
 Note Payable—Shareholder 800,000

At the same time this transaction was occurring, 
Loss Corporation advanced $800,000 to Profi t Cor-
poration. The entries on each of the corporate books 
were as follows:

Loss Corporation:
Note Receivable—Profi t Corp        800,000
 Cash 800,000

Profi t Corporation:
Cash                                               800,000
 Note Payable—Loss Corp 800,000
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After this transaction Loss Corporation simply 
had on its books a note receivable from Profi t of 
$800,000 to match its $800,000 note payable to the 
shareholder. Its infusion of cash was only momentary. 
The next step in this labyrinthine process found Profi t 
Corporation loaning the shareholder the $800,000 it 
just borrowed from Loss Corporation. On the books of 
Profi t Corporation, the following entry was made:

Profi t Corporation:
Note Receivable—Shareholder       800,000
 Cash 800,000

After this transaction, Profi t Corporation’s books 
showed that it had no cash, but only a receivable 
from the shareholder to balance the payable to Loss 
Corporation. The shareholder then used the $800,000 
to repay the bank loan. This loan from Profi t Corpo-
ration and the shareholder’s payment to the bank 
occurred approximately one week after the day the 
shareholder obtained the bank loan. 

When the fog had fi nally lifted from this circular fl ow 
of funds, Loss Corporation and Profi t Corporation had 
the following balance sheet effects, looking strictly at 
these transactions.

Loss Corporation:
Assets:
 Note Receivable—Profi t Corp 800,000
Liabilities:
 Note Payable—Shareholder 800,000
Increase in Net Worth     -0-

Profi t Corporation:
Assets:
 Note Receivable—Shareholder 800,000
Liabilities:
 Note Payable—Loss Corp 800,000
Increase in Net Worth     -0-
One week after granting the $800,000 loan to the 

shareholder, the bank had its money back and neither 
corporation had any increase in cash. Both corpora-
tions’ net worth had not increased at all, as each asset 
was matched by an equal liability. In particular, Loss 
Corporation’s books only refl ected one new asset, a 
receivable from Profi t Corporation, to match its own 
payable to the shareholder.

The Kaplan Decision: Court Analysis
The IRS denied any tax basis in Loss Corporation to 
the shareholder, who then appealed to the Tax Court. 
In its agreement with the IRS, which denied any loss 
deduction for the shareholder, the court reviewed the 

economic outlay doctrine. It is not enough, said the 
court, that the shareholder directly advance funds to 
the corporation. There must be a transaction which, 
in substance, leaves the shareholder poorer in a ma-
terial sense. The economic outlay doctrine ensures 
that the transaction creating basis has some economic 
substance beyond the creation of a tax deduction.19 

In the case at hand, there was nothing but a series of 
checks written on accounts at the same bank, all in a 
very short period of time. At the end of this process, the 
shareholder was only poorer by about $1,000 in bank 
fees. Moreover, none of the corporations had any net 
infusion of cash. Loss Corporation, in particular, had 
only the receivable from Profi t Corporation to match 
its payable to the shareholder. Neither Profi t Corpora-
tion nor Loss Corporation, nor the shareholder, had 
any real change in their economic positions after the 
entire process had been consummated.

In its denial of tax basis to the shareholder, the 
court cited the recent decision by the Eighth Circuit 
in Oren.20 In this case, there was a similar circular 
fl ow of funds. The taxpayer borrowed funds from one 
successful S corporation and then loaned the money 
to two other S corporations in which he had no tax 
basis for loss deductions. The two loss corporations 
then immediately loaned the money back to the 
successful corporation. As the court noted in Oren, 
the only signifi cance of the transactions was the 
circular route of various checks and the execution 
of promissory notes. The economic positions of the 
parties did not change. Such was the case in Kaplan, 
and the decision was the same. There must be some 
economic substance to a direct loan from the share-
holder to the loss corporation. The mere form of a 
direct loan is not suffi cient. 

The Ruckriegel Decision: Fact Pattern
In Ruckriegel, the taxpayers were two brothers who 
were both equal 50 percent shareholders in an S 
corporation as well as equal 50 percent partners in a 
partnership.21 The S corporation operated a chain of 
fast food restaurants that incurred substantial losses. In 
order to establish tax basis in the S corporation, the two 
taxpayers had the partnership borrow over $6 million 
from commercial banks, and then transfer these funds 
to the S corporation. All of the loans were guaranteed 
by the S corporation, the partnership and the two tax-
payers. The transfers were of two distinct types.

First, the partnership made direct transfers to the 
S corporation, which accounted for approximately 
$4 million. The direct transfers from the partnership 
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to the S corporation were initially recorded on the 
books of the S corporation as a note payable to the 
partnership. Subsequently, the note payable was 
changed on the S corporation’s books to refl ect a 
note payable to the taxpayer-shareholders instead of 
the partnership, as follows.22 

S Corporation:
 Note Payable—Partnership         4,000,000
  Note Payable—Shareholders 4,000,000

This reclassifi cation of the S corporation debt oc-
curred a few years after the original entry, and was 
authorized by a corporate directors’ meeting, also 
occurring years after the original debt was incurred 
and the original loan payable from the S corporation 
to the partnership was established.

In the second set of loan transactions, the part-
nership loaned $1 million to each of the taxpayers, 
who then loaned the money, totaling $2 million, 
to the S corporation in their capacity as sharehold-
ers of the corporation. These indirect transfers 
were recorded on the partnership books as notes 
receivables from the taxpayers as partners. On the 
S corporation books, the loans were recorded as 
notes payable to the taxpayers, as shareholders. 
In summary:

Partnership:
Note Receivable—Partners          2,000,000
 Cash 2,000,000
S Corporation:
Cash                                           2,000,000
 Note Payable—Shareholders 2,000,000

The taxpayers used all $6 million for tax basis in 
the S corporation for deducting losses from the S 
corporation. It was their contention that not only the 
indirect loans but also the direct advances from the 
partnership to the S corporation created tax basis. 
The IRS took the exact opposite position, arguing that 
not only the direct loans from the partnership, but 
also the indirect loans, were in substance debt from 
the S corporation to the partnership, and therefore 
no tax basis in the S corporation should be allowed 
the taxpayers.

The Ruckriegel Decision: 
Court Analysis
In adjudicating the issue, the Tax Court reached a 
“split decision.” It determined that the direct transfers 
from the partnership to the S corporation did not 
provide tax basis to the taxpayers as shareholders, 

notwithstanding the fact that the loans had come 
from a commonly controlled entity of the taxpayers, 
and despite the fact that the taxpayers had person-
ally guaranteed the loans. On the other hand, the 
taxpayers were granted tax basis for the indirect 
transfers, i.e., the loans from the partnership to the 
taxpayers followed by a loan from the taxpayers to 
the S corporation.

The court fi rst noted that just because the partner-
ship was a passthrough entity owned by the taxpayers 
did not mean that the substance of the loan from the 
partnership to the S corporation was one from the tax-
payers to the S corporation.23 Moreover, because the 
taxpayers were the sole owners of both entities, the 
court felt that they had a heavy burden in proving that 
the substance of the transactions should be accorded 
a tax result different from its form.24 For example, the 
direct advances of $4 million were made directly to 
the S corporation from the partnership. The taxpayers 
could have easily made those advances indirectly, 
from the partnership to the taxpayers, and then from 
the taxpayers to the S corporation. The fact that they 
did not arrange the transaction in this latter fashion 
was crucial to the court’s decision.

In the end, the only argument that the taxpayers 
could really muster for tax basis in the $4 million 
direct advances was the doctrine of the “incorpo-
rated pocketbook,” i.e., the partnership in this case 
being an entity that had continually acted as a de 
facto agent of the taxpayers in making payments 
for various personal expenses and investments. The 
direct advances of $4 million to the S corporation 
by the partnership were simply, in substance, loans 
made by the partnership on behalf of the taxpayers 
as shareholders of the S corporation. Or so the tax-
payers argued.

The Tax Court rejected this thesis as well. Citing 
the Yates and Culnen decisions, the court stated 
that the term “incorporated pocketbook” depicts 
a situation where a company has habitually made 
personal expenditures on behalf of the owner over 
an extended period of time. The existence of an “in-
corporated pocketbook” is a question of fact to be 
determined in each individual case. In the present 
instance, the partnership did indeed write a total 
of 55 checks on behalf of the taxpayers over the 
fi ve-year period at issue. Approximately $200,000 
of the funds were checks made out to various taxing 
authorities, representing personal tax liabilities of 
the taxpayers, and approximately $490,000 were for 
other personal items. However, the court reasoned 
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that these represented no more than distributions of 
partnership profi ts to the taxpayers, and were not of 
such a magnitude to warrant the partnership being 
considered an “incorporated pocketbook.” 

Obviously, the court was using the Ruckriegel case 
to announce to taxpayers and their counsel that it is 
placing an extremely high standard on the concept 
of an “incorporated pocketbook.” It presumably put 
no importance on the personal guarantee that the tax-
payers gave to the original loan from the bank to the 
partnership, which was the original source of the $4 
million of direct advances. The facts as presented in 
Ruckriegel indicated that the court could have easily 
decided in favor of the taxpayers, but it chose not to 
do so, probably because it did not want to open up 
yet another “Pandora’s Box” of litigation.

The court did allow tax basis for the $2 million of 
indirect loans. The mere form of the loans was not 
controlling in this instance, however. Indeed the 
partnership fi rst loaned the money to the taxpayers, 
who then loaned the money to the S corporation. But 
the court opined that this formality is not suffi cient 
to establish a bona fi de loan from the shareholder 
of a corporation, because the shareholder could be 
acting as a mere agent, a conduit, of the other en-
tity, in this case the partnership.25 If the shareholder 
is merely acting as an agent of the other entity, the 
“step transaction” doctrine would be invoked and 
the intermediate step of the loan to the shareholder 
from the other controlled entity is ignored. 

The evidence in this case pointed otherwise, howev-
er. The taxpayers consistently recorded the transactions 
on the books of both the partnership and the S cor-
poration as “back-to-back” loans, and consummated 
the entire loan process at some inconvenience to 
themselves. In addition, they personally guaranteed the 
bank loan to the partnership, which was the original 
source of the funds. Although the Ruckriegel court did 
not specifi cally state it, this guarantee is probably a 
crucial element in any “back-to-back” loan construc-
tion passing muster for tax basis.

The ease with which the Tax Court allowed tax 
basis for these indirect advances to the S corpora-
tion indicated the court’s somewhat lenient view 
of arranging loans to any S corporation in this 
fashion. It would be interesting to know how the 
court would have ruled if the $4 million direct 

advances from the partnership to the S corporation 
in Ruckriegel had been constructed along these 
same lines. Certainly, the taxpayers in Ruckriegel 
must be wondering this same thing.

If nothing else, the Ruckriegel decision is a further 
announcement to taxpayers and their counsel that 
direct advances from commonly controlled entities 
should be avoided at all costs. Instead, indirect “back-
to-back” loans should be arranged and recorded on 
the books accordingly. The extra time and expense 
involved to construct the loans in this manner are 
well worth the tax savings that should result.

Conclusion
It is clear that the courts do not look favorably 
upon shareholder attempts to create tax basis in an 
S corporation from corporate debt to third parties, 
even those controlled by shareholders of the S cor-
poration. Personal guarantees of corporate debt by 
the shareholder are uniformly rejected as granting 
tax basis, with the courts continuing to relegate the 
Selfe precedent to tax obscurity. Moreover, the use 
of the “incorporated pocketbook” doctrine, though 
offering more hope to shareholders than the Selfe 
doctrine, is itself contingent on proving a historical 
basis of the corporation acting as a habitual agent 
of the shareholder. 

Clearly, if a shareholder desires tax basis in his 
corporation, but does not have suffi cient personal 
funds for capital contributions (increasing stock 
basis), the obvious solution is to borrow funds from 
an unrelated party, preferably a commercial lending 
organization, securing the debt with property outside 
the corporation, and then advancing those funds to 
the S corporation. The advance should be undertaken 
as a capital contribution rather than as a loan to the 
corporation. Advancing the funds as a loan merely 
opens up the possibility that the IRS will argue that 
the debt is actually that of the corporation to the third-
party creditor. This is especially true if the corporation 
secures the debt with its corporate property. Share-
holders should not put themselves in the position of 
arguing, ex post facto, that S corporation debt to third 
parties is in substance a debt to the shareholder. The 
chances of winning this argument are so low that it is 
probably not worth the expense of litigation.
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